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Gout THis BE your House ? 


Now that the war's over and a Jot more civilian 
goods are on the market, it’s a big temptation 
to spend just about all you make, and not put 
any hhing aside. 

Bat to fall for that temptation is plenty dan- 
gerous. It’s like trying to live in the house above 

a house that might come tumbling down about 
your ears at the first little blow of hard luck. 
: Right now the best possible way to keep your 
finances in sound shape is to save regularly—by 
buying U. S. Savings Bonds through the Payroll 
Plan, 

These Bonds are exactly like War Bonds. 
Millions of Americans have found them the 


SAVE THE EASY WAY...BUY YOUR BONDS 


THROUGH PAYROLL SAVINGS 
THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC 


This is an official U.S. Treasury advertisement—prepared under auspices of 
Treasury Department and Advertising Council 
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safest, easiest, surest way to save. The US! 
protects every dollar you invest -and Uncle §: 
gives you his personal guarantee that, in 
ten years, you'll get four dollars back for ¢ 
three you put in! 

If you stick with the Payroll Savings Pix 
you'll not only guard against rainy days, y\ 
also be storing up money for the really import 
things—like sending your children to colle: 
traveling, or buying a home. 

So—any way you look at it—isn’t it smart 
buy every single U. S. Bond you can poss: 
afford! 

Stick with the Payroll Savings Plan! 
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Fer cling out Fraud... 
mn fection! 
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rhe US: In the old-fashioned melodrama... accountant works with available facts, 
Je § : ‘ 

Uncle the accountant was the man who once a interprets them, knows why sales slipped 

at, in d 

« for ¢ year, poked around the papers,eagle-eyed = down or bank borrowings went up... 

ai the books, detected the defaleation, suggests resultful remedies. For effective 

ing é 

ays, yl enmeshed the embezzler, and sent him _ sleuthing, the data detective needs facts, 

fo) 

import .; 

‘o colle: on his way to stripes! and fresh facts. 

: Less spectacular than the prototype 

it smart 4 

n_ poss portrayed, the modern accounting firm Mcebrr is not an accounting firm... 

. has more scope and range...serves but our products and methods and forty 


business not once per year but every years ofexperience...aid the accounting 
business day. A professional consultant, — profession by making all business facts 


to finance, business and industry the available faster! 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... . Offices in principal cities 
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Attention, Accountancy Students! 


The N. Y. State Society of Certified Public Accountants 
is pleased to announce that it is now accepting one year subscriptions 
to THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT from students 
regularly enrolled for the study of accountancy in institutions duly 
accredited by the State of New York. 


HE STUDENT OF TODAY will become tomorrow's practitioner. In 

the process of preparing himself for the realities of actual practice, 
he should constantly strive to keep himself informed upon current 
thinking and developments in the theory and practice of accounting, 
auditing, taxation, and allied subjects. 


EADING THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT, the 

official publication of The New York State Society of Certified 
Public Accountants, will effectively help to accomplish this purpose. 
The new Special Students’ Subscription rate of $1.50 for twelve issues 
will now make it possible for students to enjoy authoritative articles on 
subjects of vital interest to them. 


Use the ( ‘onvenient ( Yrder leorim Provide d Beli a 


The N. Y. State Society of Certified Public Accountants 
15 East 4Ist Street, New York 17, N. Y. 
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THE NEW YORK STATE SOCIETY OF C.P.A.'s 
15 East 4Ist Street, New York 17, N. Y. 


Gentlemen: 


Please enter my Special Student's Subscription to THE NEW 
YORK CERTIFIED PUBLIC ACCOUNTANT for one year beginning 
with the next issue. | enclose, herewith, my remittance of $1.50 in 


payment thereof. 


Name 
Address. 


Institution which you are now attending tahuabeesy soca nicstoeecitalea , 


Accounting Courses 
now being pursued........ Name of Instructor... 
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PRACTICE AND PROCEDURE BEFORE FEDERAL AGENCIES 


@ Quickened by the war, the demands upon government to perform 
more and more services for the protection and well-being of its citizens 
have multiplied almost unbelievably. The result has been a bewildering 
growth in the number, the variety, and in the dealings and fields of 
activity of federal bureaus, offices, and agencies. 


And with this growth in administrative agencies, the complexities of 
administrative procedures have kept pace. So, if you are concerned with 
government contracts—or wage disputes . . . if yqu have questions 
involving inter-state operations—or price fixing or federal financing . . . 
and you must know what agencies to contact and how to go about 


contacting them successfuliy ... 


If you are like most of us... in the dark largely about governmental 
departments, bureaus, commissions, and the scores of federal agencies 
whose operations and very names have seemed to change almost over 





night... 


. then this new improved and streamlined CCH reporter—Federal 
Administrative Procedure—especially designed to keep you in constant, 
continuing touch with the what and why and how-to-do-it of practice 
and procedure—of practically every governmental department, office, 





bureau, agency, or activity of importance, will be of special interest 
to you! 
Write for Complete Details 


COMMERCE) CLEARING; HOUSE, INC, 
PUBLISHERS OF TOPICAL LAW REPORTS 
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National Accountin 
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Standard Oil Company (New Jersey 


finds many uses for Cattonals 


This famous producer and distributor of petro- 
leum products finds constant use for National 
Accounting Machines. First, for the preparation 
of pre-payroll figures and controls. Second, for 
writing and issuing payroll checks. Third, for 
cost distribution. And fourth, preparation of 
tax reports. 

In addition, a National Bookkeeping system is 
used to maintain record cards for workers who 
are participants in the payroll savings plan for 
the purchase of United States Savings Bonds. 
Monthly reports to the Thrift Fund accounting 
office are also secured through this system. 

Whether yours is a world-wide operation, or on 
a more modest scale, there’s a National Account- 
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ing system expressly designed to give you bet: 
figure-control—and at lower cost. National 4 
counting-Bookkeeping Machines can be J 
without specially trained operators. They m4 
the demands of individual plant practic 
methods, and deductions. The National C 
Register Company, Dayton 9, Ohio. Offices 


principal cities. 
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Accounting For Parent Company’s 


Investments In Subsidiaries 


By Maurice Moonitz, C.P.A. 


iia article consists of a restate- 
ment of the author’s views on the 
principal problems surrounding the 
pr per reflection on a parent company’s 
Lnol 1 


ioks of its investments in controlled 


( 
subsidiaries. Certain criticisms were 
levelled at “The Entity Theory of 
Consolidated Statements’, centered 
mostly around the present topic. The 
criticisms revealed the necessity of fur- 
ther exploration into the meaning and 
implications of the entity approach to 
consolidations. As a consequence the 
material developed herein is deliber- 
ately shaped to give as strong a pres- 








Maurice Moonitz, C.P.A. (Cal- 

rnia), is the author of “The En- 
tity Theory of Consolidated State- 
ments” (1944) and is a Contribut- 
ing Editor of The Accountants’ 
Handbook (3rd Ed.). He has also 
written for The Journal of Account- 
ancv, The Accounting Review, and 
The Journal of Political Economy. 
Dr. Moonitz has been a member of 
the faculty of the University of Santa 
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‘lara, of Stanford University, of the 
‘niversity of California Extension 
Division, and of Golden Gate Col- 
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entation as possible of the entity point 
of view. 

For purposes of simplification, a con- 
ventional situation is envisaged, name- 
ly, that the parent company is an or- 
dinary business corporation, that its 
subsidiaries are likewise incorporated, 
that control is based upon common 
stock ownership as the necessary in- 
gredient, and that control is actively 
exercised by the parent through selec- 
tion of the members of the subsidiaries’ 
boards of directors and supervision 
over the policies they adopt. 

Subject to certain qualifications re- 
quired by abnormal or atypical situa- 
tions the general proposition may be 
advanced that in this country, at any 
rate, consolidated financial statements 
are considered to be the proper vehicles 
for setting forth the financial position 
and results of operations of an inte- 
grated group of companies under com- 
mon control. It may also be asserted, 
however, that the presentation of con- 
solidated statements does not thereby 
render completely unnecessary the prep- 
aration of statements of each corporate 
unit as a separate and distinct legal 
and accounting entity. Existing rules 
with respect to the determination of the 
legality of dividends, of the amount of 
taxable income, and of creditors’ rights, 


Monograph No. 4, Chicago, 1944. 
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among other things may require and 
in many instances compel the prepara- 
tion of financial statements of the legal 
rather than the economic unit. 

The propositions advanced in the 
preceding paragraph are attempts at 
statements of facts, as opposed tO pre- 
dictions of future development or blue- 
prints of a model for immediate adop- 
tion. In other words, they should be 
considered as descriptive of conditions 
in our day, not as evidence of acquies- 
cence with things as they are. 

To the extent, then, that current his- 
torical conditions may call for the prep- 
aration of financial statements of a par- 
ent company separate and distinct from 
a consolidated statement, a problem 
exists as to the manner in which a par- 
ent company should reflect its invest- 
ments in subsidiaries under its control. 


The Nature of an Investment 


Stocks and bonds held as a long- 
term investment possess one important 
characteristic which distinguishes them 
from most other assets. Whereas in- 
ventories and fixed operating assets for 
example, fluctuate in value as the for- 
tunes of the owner vary, the value of 
investments is virtually free of depend- 
ence on such factors. 

Raw materials may prove to be a 
source of gain or loss, dependent in no 
small measure on the manner in which 
they are combined with labor and capi- 
tal or the timing of their processing and 
sale. The decision as to how or when 
the factors under the control of a busi- 
ness enterprise are to be combined is 
peculiarly the province of its manage- 
ment. In other words, some of the 
important variables affecting the value 
of these assets are found within the 
enterprise itself. In the ordinary case, 
this is not true with respect to stocks 
and bonds held as a long-term invest- 
ment. Since investments of this type 
are essentially and characteristically in- 
terests in other enterprises, the impor- 
tant variables establishing their value 


will usually be found outside the domain 
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of their legal owner. As a consequence, 
accounting rules and procedures found 
valid and useful for other assets are not 
automatically and necessarily valid and 
useful for reflecting the status of invest- 
ments. 

[-xamination of the nature of an in- 
vestment in a controlled subsidiary re- 
veals certain important characteristics. 
In the first place such investments ordi- 
narily comprise a significant portion of 
total assets of a parent company, and, 
therefore, these investments acquire a 
quantitative importance not usually as- 
sociated with investments. The precise 
quantitative importance of these invest- 
ments will vary from case to case, but 
it seems evident that, other things being 
equal, a corporation must devote a 
arger quantity of its resources in orde 
to secure control by means of stock 
ownership than it must in order merel; 
to place its funds in the same type of 
securities for any other purpose. As a 
rule then, a parent company’s inv 
ments in controlled subsidiaries are 
significant enough, in terms of magni- 
tude, to warrant special attention. 

More important than the quantitative 
aspect, however, is the qualitative 
nature of these investments. Thev re- 
flect the ownership of an interest in 
legal units under the control of the in- 
vestor. As investments, their value is 
dependent upon variables impinging 0: 
the issuing corporations—in the instant 
case, the subsidiaries. The operations 
of the subsidiaries may be separate and 
distinct from those of the parent, but 
are not foreign to the parent. The 
very existence of control of one corpo- 
ration by another enforces the conclu- 
sion that the controlled company is in 
all essential respects a department or 
branch of the dominant corporation. 

Nothing in the argument thus far is 
either startling or novel. Indeed some 
such reasoning as that presented above 
underlies the preparation of consoli- 
dated statements, and consolidated 
statements are an accepted and integral 
part of American financial report 
But the nature of the parent-subsidiar) 
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relationship does not change merely 
because at one stage we prepare con- 
solidated statements and, at another 
stage, Wwe prepare statements of the 
parent company alone. The factors 
which impel us to recognize the neces- 
sity of consolidated statements are still 
present when we examine the state- 
ments of one of the legal components 
of the consolidated group. 

it may help to clarify the reasoning 
employed in this article to keep in mind 
the underlying emphasis on historical 
developments. The transitional nature 
ot present practices with respect to 


group statements seems evident, with 
the trend apparently toward consoli- 


dation. The trend is not, of course, 
uniform throughout the whole area of 
accounting practice. Tax considera- 
tions, for example, pull in both direc- 
tions. The existence of a penalty sur- 
tax for the privilege of filing consoli- 
dated returns retards the adoption 
| statements: the opportunity to 
set off losses of one unit against gains 
of another stimulates the trend toward 
consolidation; recent provisions per- 
nitting in effect the averaging of gains 
and losses over a five-year period 
through carry-back and carry-forward 
of losses reduce somewhat the other- 
wise stimulating effect of the opportun- 
ity to set off losses against gains in each 
fiscal year. Special problems created 
by regulation of public utilities have 
apparently had the effect of restricting 
the area of consolidation to the affili- 
ates under common regulatory control, 
not to the affiliates under common 
management or ownership. But over 
the years since the turn of the century, 
hy and large and in the main the trend 
has been toward consolidation and, 
mere important, has not yet worked 
itself out completely. Consolidated 
statements, in other words, have not 
lisplaced completely the statements of 
‘ach corporate unit. As a matter of 
fact, the courts have apparently lagged 
so far behind developments in financial 
structure that consolidated statements 
are forced into a secondary role in 
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many instances. From the point of 
view of the financial community, these 
roles should apparently be reversed 
the statements of each constituent unit 
of a consolidation are schedules in sup- 
port of the major exhibit, the consoli- 
dated statement. To be in accord with 
historical developments, then,  state- 
iment practice with respect to the sep- 
arate statements of affiliates should be 
in harmony with the point of view 
entertained in the preparation of con- 
solidated statements. | Consolidated 
statements are not thereby dispensed 
with, but their adoption is facilitated, 
and the demands of current historical 
developments more easily complied 
with. 





An Ideal Treatment 


Based on the belief that a useful 
accounting must be in accord with the 
underlying economic and business real- 
ities, an ideal procedure for the invest- 
ment accounts of parent companies 
may be outlined. The leading premise 
on which to construct such a procedure 
appears to be a recognition of the fact 
that the proper valuation of the in- 
vestment of the parent is dependent 
on the condition of the controlled sub- 
sidiary. 

Accordingly, the acquisition of con- 
trol of a subsidiary should be the signal 
for a recasting of the accounts of the 
controlled unit in order to bring them 
into line with the conditions under 
which the company was brought into 
the consolidation. Except for those 
cases in which a subsidiary is formed 
by its parent, it is rare indeed for the 
price paid to equate with the book 
value of the equity acquired. The dis- 
crepancy between cost and book value 
should be analyzed with the objective 
of removing it completely. An analysis 
of this type is now performed at various 
stages, but in most cases, apparently, 
the reconciliation and elimination of 
the discrepancy are made only at the 
time of the preparation of a consoli- 
dated statement. What is suggested 


220 








The Ni wt York Certi fi 


here as an ideal treatment is the explicit 
adjustment of the underlying book 
ecords prior to consolidation of state- 
ments. ince a parents investment 
account in essence merely reflects an 
nterest m the subsidiary, the reflection 
should be as true and faithful as pos- 
sible. 

The reasons for a discre 
tween cost and book value of equity 
acquired may be classified as follows: 


(1 


-pancy be- 


The . valuations attached to 
specific assets or liabilities of the 
subsidiary may be inadequate. 


bo 


Premium or disco unt may ex- 
ist on the parent's securities 
issued to acquire control. 

The parent may have sustained 
i loss or realized a profit on the 
acquisition of the subsidiary’s 
shares. 


w 


+) Unrecorded intangibles = mav 
attach to the subsidiary. 


The inadequacy of asset and liability 
valuations may be the result of ordi- 
nary, easily identifiable errors, or may 

the result of the rigid adherence to 
valuation practices no longer appro- 
priate to the situation. For examples 
of the former type, we may cite the 
possible failure of the subsidiary to 
provide an allowance for uncollectible 
receivables, or to take gh ar nga con- 
sistently in past years, or to record all 
liabilities on a full accrual basis. The 
essential common characteristic of these 
deviations is that they may be revealed 
by an audit conducted according to the 
practices prevalent at the present time. 
As an example of the latter type con- 
sider the classic case of an oil refiner 
acquiring control of a crude oil pro- 
ducer at a price ten to twenty times the 
book cost of the subsidiary. What the 
refiner wanted and what it obtained 
was control over a supply of crude at 
a price which, in the absence of strong 
evidence to the contrary, acts as a 
measure of the fair value of the oil- 
bearing properties. With evidence of 
this nature available, a restatement of 
the oil properties on the basis of the 
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price paid by the parent appears appro- 


priate. Manifestly, a situ ation mn may 
exist in which the price paid 1 “ates 
an overvaluation of properties on tl 
subsidiary’s records, in which e 
restatement in the direction of a write- 


down would appear to be in order 

In those cases in which a pa 
issues stocks or bonds as consideration 
for the securities of the st 
count or premium on_ the 


thsidiary, dis- 


parent s 





securities may be present. The un- 
reliability of nominal values agi 
to securities as measures of their actual 
values is notorious and need not be 


\s in the case or any 
bonds for pro 


elaborated here. 
issue ot stocks or 


other than cash, we need a measure of 


the fair value of the property 
to determine whether or not discount 
or premium exists. In the present 
case, ideally, an appraisal of t! 
sidiarv as a or is needed indepen- 
dent of the shares or 
the parent. If the 6 of the securities 
is $1,000,000, and the fair value of the 
equity acquired is $1,200,000, the 

curities have been issued at a pre- 
mium of $200,000 and should be so 
recorded; if the fair value is $800,000, 
a discount of $200,000 exists and 
should also be recognized on the }ooks 
of the parent. 


LAY nds sue DV 


Gain or loss on the purchase o! a 
subsidiarv’s shares may be present if 
cash or other property with a determin- 
able cash value is employed as a con- 
sideration. Although the profession 
gives devoted lip-service to the propo- 
sition that no “wu or loss can attach 
to a purchase, many respected prac- 
titioners of the art do approve the re- 
cording of such gains or losses in the 
preparation of consolidated statements. 
For example, a parent company pays 
in cash less than book value for its 
equity in a subsidiary ; in consolidation, 
the assets and debts of the subsidiary 

brought in at book value, and the 
excess of book value over cost to the 
parent is credited to consolidated cap- 
tal surplus—a clear-cut recognition of 
a gain on a purchase. The formal 
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existence of gains and losses on pur- 
chases must, of course, be conceded, as 
must the practical impossibility of 
recognizing them in the great majority 
of cases. But when thev are recog- 
nized, as in the case cited above, why 
not record them on the parent’s 
records, since the parent is the one 


enjoying the gain? Or is the sin- 


rendered less by recording the gain 
only in the consolidated work papers? 

The reconciliation of price paid and 
book value of equity acquired may still 
be incomplete. An unexplained dif- 
ference may still exist after revaluation 
of specific assets and debts, after recog- 
ntion of premium or discount on securi- 
ties issued, after the possibility of gain 
or loss on a purchase has been explored. 
The remaining possibility to explain 
the discrepancy is the existence of un- 
recorded intangibles, usually grouped 
together as goodwill. Note that the 
existence of intangibles, in this situa- 
tion, is an unavoidable inference. The 
parent company, so we must asssume 
unless evidence clearly shows other- 
wise, is acting rationally, and will not 
knowingly pay more for control of the 
subsidiary than that control is worth 
to the controlling interest for the pur- 
poses to which they intend to put that 
control. The obvious corollary is that 
the equity acquired by the parent is 
worth at least as much as the price 
paid. Therefore the price paid by the 
parent, the cost of the investment, is 
the measure to be applied to the sub- 
sidiary. If audit, appraisal, and revalu- 
ation of the so-called tangible elements 
ot the subsidiary do not completely 
exhaust the discrepancy between cost 
and book value, the difference must 
be attributed to values attaching to the 
unit as a whole, in other words, to 
goodwill. 

The inescapable conclusion is that 
goodwill attaches to the subsidiary— 
goodwill it already possessed but did 
not record or goodwill brought into 
existence through affiliation with other 
units of the consolidation, or some 
combination of the two. As part of a 
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complete reconciliation of a parent’s in- 
vestment account and the subsidiary’s 
records, goodwill should be introduced 
on the books of the subsidiary. After 
this has been done the investment ac- 
count of the parent and the records of 
the subsidiary will be consistent, and 
the new relationship will be properly 
reflected in the records of both. 

To record goodwill on the = sub- 
sidiary’s books is in violation of the 
dictum that goodwill must be limited to 
the amount actually bought and paid for, 
so we are told. The subsidiary bought 
no goodwill; therefore, no goodwill 
can be recorded. In response to ob- 
jections of this nature, certain con- 
siderations may be raised. It is true 
that the subsidiary bought no goodwill: 
it is equally true that the parent bought 
no goodwill. The parent acquired 
shares of stock, and that fact is re- 
corded in its investment account. How, 
then, does goodwill of the type under 
discussion here find its way into con- 
solidated balance sheets? If the rule 
be invoked, the answer must be that 
goodwill of this type never should 
appear in a consolidated balance sheet. 
But it does, and, more important, sub- 
ject to certain considerations not perti- 
nent at this point, it should. The real 
solution of the paradox, it seems, must 
rest on a rejection of the rule cited or 
at least on its non-applicabilitv. The 
simple and obvious position to take 
appears to be that if goodwill exists and 
if a reliable measure of its magnitude 
exists, no real barrier exists to prevent 
the proper reflection of the facts in the 
books of account. 

Thus far the existence or non- 
existence of goodwill has been dis- 
cussed but no explicit attention has 
been given to the problem of measuring 
its magnitude. Under the circum- 
stances postulated above, the magnitude 
to be assigned is already implicit. It 
will be recalled that, for sake of simpli- 
fication, we have assumed a cost to the 
parent in excess of book value, as ad- 
justed by audit, appraisal, and revalua- 
tion. On the assumption of rational 
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conduct on the part of the parent, the 
price paid provides a conservative val- 
uation of the equity acquired. Thus, if 
a parent pays $800,000 for an 80% 
equity, it may be assumed that an 80% 
interest in the subsidiary is worth at 
least $800,000, and 100% of the equity 
is worth at least $1,000,000. Ii, to 
carry the example further, the book 
value of the subsidiary, as adjusted by 
audit, appraisal, and revaluation, is 
$900,000 then goodwill of $100,000 is 
introduced on the subsidiary’s records. 

It will be noted that the magnitude 
of goodwill is not affected by the pro- 
portion of stock acquired by the parent. 
If the parent had acquired 90°¢ of the 
equity at the same rate, that is, for 
$900,000 the same amount of good- 
will ($100,000) would have emerged. 
This must be so because the value of 
the goodwill does not arise because the 
parent bought some stock; the reverse 
is closer to the truth, namely, that the 
parent bought the stock because the 
subsidiary possessed goodwill among 
other desirable attributes. In any event, 
the price paid for the shares does give 
us a basis of valuation of the entire sub- 
sidiary and hence of the hitherto un- 
recorded goodwill. The point should 
he emphasized that if some better basis 
of valuation is available in any given 
case, it should be employed in prefer- 
ence to the price paid by the parent. 
\n almost unavoidable consequence of 
some alternative basis, however, is the 
emergence of gain or loss by the parent 
on its purchase of the subsidiary’s 
shares. 

The subsequent history of the good- 
will arising at date of acquisition may 
now be indicated. Since it attaches 
to a specific member of the consolida- 
tion, it may be treated in accordance 
with the subsequent operating histor, 
of the subsidiary. If the subsidiary 
does prove highly profitable the exist- 
ence of goodwill is substantiated and 
it should be amortized or not in ac- 
cordance with the principles applicable 
to goodwill in general. If subsequent 
operating results indicate the absence 
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of intangible values, the goodwill 
should be scaled down or written off 
entirely in the same fashion as it would 
be if the subsidiary were not part of a 
consolidation. The additional feature 
of interest is the effect of such a write- 
off on the parent’s investment account. 
The reduction in equity behind the in- 
vestment requires that it be scaled 
down proportionately against earned 
surplus of the parent. A write-down 
of this nature in the investment account 
is a belated recognition of a loss sus- 
tained on a purchase made some time 
previously. Where goodwill on the 
consolidated balance sheet is written 
down to a nominal amount as part of 
a program of conservative window- 
dressing, corresponding write-downs 
should be made on the subsidiary’s 
records directly against its goodwill 
and on the parent’s records against in- 
vestments. Current practice in effect 
does the former (but through failure 
to record the goodwill in the first place 
rather than by explicit write-down ) but 
fails to do the latter. The curious 
effect thus results that the parent’s in- 
vestment account still retains the full 
cost of subsidiary’s shares while the 
consolidated statement in effect writes 
off part of the cost of the investment. 
The point will undoubtedly be made 
that the parent’s investment account 
should retain, among other things, the 
cost of the interest in the subsidiary. 
Perhaps so, but the consolidated bal- 
ance sheet (in those cases where good- 
will is shown at $1) says that part of 
the value sustaining the cost is not 
admissible. If it is not admissible to 
the consolidated balance sheet under 
the name of goodwill, how is that same 
value admissible to the balance sheet 
of the parent under the caption of in- 
vestments ? This inconsistency is mere- 
ly one manifestation of the transitional 
nature of current statement practice. In 
a consolidated statement recognition 1s 
given to the organic nature of the con- 
solidation—legal lines of separation are 
obliterated or, at least, obscured; in a 
parent company’s separate statement, 
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its position as kingpin is submerged and 
the legal lines of separation are erected 
into insuperable barriers. The incon- 
sistency is therefore not fatal to either 
practice taken alone—historically, full 
consolidation may triumph and the de- 
mands of consolidated statements be- 
come completely dominant, or the legal 
and economic entity may become iden- 
tical, in which case consolidated state- 
ments will appear as interesting anoma- 
lies of a bygone era. The criticism of 
the inconsistency alluded to is based 
upon the present attitude that at one 
and the same time certain values are 
present (when the parent’s investment 
is shown at full cost) and then again 
are not present (when consolidated 
goodwill is scaled down to $1). 

As the subsidiary’s operations take 
place, its proprietary equity varies in 
magnitude. Profits and losses emerge, 
are calculated and recorded, with an 
inevitable direct effect on the magni- 
tude of the parent’s investment. Con- 
sequently the parent’s investment ac- 
count should reflect the changes in 
some appropriate fashion. For ex- 
ample, if the subsidiary reports $100,- 
QOO profit, and the parent has a 90% 
interest in these profits, the parent's in- 
vesiment account should be increased 
$90,000. Under an ideal treatment the 
credit should go to income, since the 
$90,000 meets all the tests ordinarily 
applied to determine the existence of 
income. For example it most assuredly 
is available to the parent company 
which can, in general, realize the $90,- 
600 in cash merely by ordering the 
subsidiary to declare a dividend. If 
the subsidiary is short of cash, the 
parent can lend it the cash with which 
to pay the dividend. The amount is 
also definite, that is, according to our 
usual criteria of definiteness. The pre- 
sumption, of course, is that the sub- 
sidiary’s profits are determined in ac- 
cordance with accepted accounting 
principles applicable to operating units ; 
consequently no one can claim that the 
profits are illusory or indefinite or 
unrealized. 
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Even though the immediate discus- 
sion is concerned with an ideal treat- 
ment, a concession to current prejudices 
appears to be in order. Since for divi- 
dend purposes and income taxation the 
cash basis is apparently to be employed 
in calculating the parent’s income, it 
would be desirable to earmark the 
parent's interest in subsidiary’s earn- 
ings not matched by a cash transfer 
from subsidiary to parent. Accord- 
ingly, aiter picking up the parent's 
share of earnings by a charge to its in- 
vestment account and a credit to in- 
come, an equivalent amount of earned 
surplus should be earmarked as “Equity 
in Undistributed Profits of Subsid- 
iaries’, with transfers back to earned 
surplus when cash is received from the 
subsidiary as a dividend. 

Whatever device is employed to 
reconcile taxable income or income 
available for dividends, on the one 
hand, and accounting income, on the 
other, a credit to income to match the 
parent’s interest in the subsidiary’s 
earnings apears to be well-nigh indis- 
pensable. To omit such a credit is to 
distort the income of the parent. At 
this late date no extended discussion 1s 
needed to make the obvious point that 
a parent’s cash receipts from subsid- 
iaries against dividend declarations in a 
given year is no measure of the income 
earned from investments in that same 
vear. Absurd results flow from the at- 
tempt to follow the manifestly incorrect 
tax rule that an investor has no income 
from stocks until a dividend is declared. 
If that were so, a parent company could 
have no income for three years and a 
tremendous income the fourth, merely 
by postponing dividend declarations by 
its subsidiaries, even though all subsid- 
iaries were showing profits every year. 

It is true that the distorting effect on 
income, referred to above, would prob- 
ably be alluded to in a footnote to the 
parent’s statements. But this is mere 
patchwork. We do not correct bad 
statements by footnotes, especially by 
footnotes of this type which say in effect 
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that a better method of presentation 
was available but was not employed. 
All other changes in the subsidiary’s 
proprietary equity would likewise be 
reflected in the parent’s investment ac- 
count. A dividend by the subsidiary 
reduces its cash and its surplus; to the 
parent, a portion of the investment has 
been transformed, so cash is increased 
and investment decreased. If a stock 
dividend is declared, its effect on the 
parent’s investment must be analyzed 
and recorded. Perhaps the stock divi- 
dend does not affect the proportion on 
the magnitude of the parent’s interest; 
in that event, clearly no entry on the 
parent’s books is required. If the stock 
dividend increases the equity of the 
parent at the expense of the minority 
shareholders, the parent’s investment 
account could reflect that fact. Simi- 
larly when the reverse is true and the 
munority gains at the expense of the 
dominant company. 
investment account 
| the parent should reflect at all times 
the corresponding equity in the subsid- 
iary. In order to accomplish this end, 
it may be necessary initially to re- 
state the accounts of the subsidiary: 
thereafter its operations are under con- 
trol of the parent and the parent is in 
large part responsible for the results 
obtained. 
investment 
respond. 


In summary, the 
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account is adjusted to cor- 
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practices are 
For ex- 
1 


Certain alternative 
available, at least in theory. 
ample the parent’s investment may 
recorded at fair market value initially, 
ind adjusted periodically thereafter to 
subsequent fair market value. At ac- 
quisition, this method mav give a result 


° aS i ee ae ine eo Pern 
identical with that obtained bv initial 


se 


recordng at cost, and therefore may 
appear reasonable. Nevertheless, two 
considerations operate to undermine the 
acceptability of fair market value as a 
hasis of valuation in the instant case: 

li 


l. It is a realization and liquidation 


concept, and is therefore at odds 
with the necessary assumption of 
a going-concern, that is, of a 
continuing relationship between 
parent and subsidiary. 

2, Subsequent to acquisition, it is 
doubtful if a fair market value 
exists in any useful sense. [’re- 
sumably the parent’s investment 
is not being offered for sale, hence 
no bid price exists for the block 
asa whole. Stock market quota- 
tions are hardly of any use when 
one investor (the parent) holds 
upward of 50% of the shares 
outstanding. The parent itself 
may influence the market quo- 
tations inordinately with very 
little effort on its part. 


Book value has also been suggested: 
that is, to record the investment at ac- 
quisition on the basis of the figures 
recorded in the subsidiary’s accounts, 
and to adjust for subsequent changes 
somewhat along the lines indicated 
above under “ideal treatment”. As a 
general basis of initial entry or valua- 
tion, this method cannot be taken ser- 
iously, since it asks us to assume that 
the price paid by the parent is irrele- 
vant, and that the records of the subsid- 
iary, unadjusted and uncorrected, are 
to be taken as our baseline. As a type 
of last-ditch defense, of course, this 
method may be useful. [For example. 
a parent acquires control of a subsid- 
iary through exchange of shares ; audit- 
ed statements of the subsidiary are 
available, but an independent appraisal 
is impracticable. Furthermore, no re- 
liable market values are available with 
respect either to the subsidiary’s shares 
or the parent’s; consequently, the cas! 
equivalent of the shares employed can- 
not be determined. Under these 
cumstances refuge would undoubted! 
be had, and wisely, in the audited state- 
ments of the subsidiary, and the in- 
vestment recorded on the parent’s books 
at book value. 

A method which is apparently widely 
employed in practice and vigorously 
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\dds defended in the literature is the method occurs within the walls surrounding 
n of of initial entry at cost, with subsequent the subsidiaries. When consolidated 
f a adjustments only for purchases and statements are prepared, we drop the 


ales, partial liquidation of capital, re- pretense of independence of the subsid- 
nizations, and the like. Ordinary iaries and treat them and the parent 
changes in the subsidiary as integral parts of an organic whole; 
are ignored, and income is taken up by we should not so readily disown our 
parent when dividends are declared offspring when we prepare statements 
the subsidiary. This method is of the parent alone. 

arently in accord with existing in- It may be stressed once-more that 
























‘6 4 come tax regulations and with certain the subsidiaries may in fact be reason- 
sie: icia] attitudes toward profits avail- ably independent, or where they are 
iat tor dividends. (See, for example, not, should be so, but that they cannot 
“ia tntas V, American Car and Foundry be mere branches (consolidated state- 
te C » 13] N.J. Eq. 419; 25 A(2d) 418 ments) and independent business en- 
self (19425). titles (parent company s statements ) 
Ju0- his method represents an extreme in the same place and at the same time. 
sais adherence to two concepts, namely, The argument that cost is the pre- 

that present day accounting is based ferred basis of valuation because it re- 

upon cost as a method of valuation and _ flects properly the history of the in- 
Fer that the legal separateness of corporate vestment and the income derived there- 
ac its must be respected by accountants from is specious. The conclusion 
1res he absence of compelling reasons towards which we are striving, namely, 
nts for acting otherwise. The primacy of what basis will best portray the history 
es ‘ost. as a basis of valuation is valid of the investment, is assumed in the 
sad only with respect to a restricted area premises. It is reminiscent of the 
sa and with important qualifications with- pompous injunction of the Internal 


lua- in that area. This primacy is valid with Revenue Code to use the method of ac- 
A respect to inventories and operating counting which will most clearly reflect 
that plant and equipment, but definitely not the income, without defining income, as 
-ele- valid with respect to cash and receiv- if we already knew the answer as to 


bles, debts, or proprietary items. what the income was, and were merely 


are Whether it is valid or not with respect groping around for a way to write the 
ype to investments is one question being figure down. Cost is an important 
this discussed here. The point has already figure because it results from a signifi- 
ple been made in an earlier part of this cant economic event; consequently, it 
sid- irticle that the nature of investments should be preserved in the records and 


dit- is such that the rules of valuation ap- not submerged or forgotten, but it is 
lied to other assets are not necessarily not a universal solvent capable of 











are i 
is applicable to them. And it has further answering all problems. Cost can al- 
i | . 5 
re been argued that investments in con- ways be presented parenthetically for 
itl trolled subsidiaries are of such a nature comparative purposes, or in a footnote, 
vit ’ ‘ . e i ~ . <A 
that adherence to cost actually distorts or otherwise. The live, current infor- 
perating history and financial posi- mation as to what the investment actu- 
-an- if the parent. ally represents should, however, be 


he concept that the legal separate- incorporated in the records and set 


ad] ness of corporate units must be respect- forth in the body of the statements. 
ate- ed by accountants denies, by implica- ' ; 
in- tion, that the parent controls its sul- The Practical Solution 
ks sidiaries, because it says in effect that One other method remains to be dis- 
the subsidiaries are independent of the cussed, that is, the practice of initial 
Jely parent at least to an extent such that entry at cost with subsequent adjust- 
ash ognizance can be taken of what ments for changes in the proprietary 
Ver 1 16 235 
iui, v7. 
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equity of the subsidiary. The advan- 
tages of this method are such that, with 
some trepidation, it may be called a 
practical solution to the problem. What 
is practical at any time depends pri- 
marily on the amount of reliable data 
that can be brought to bear on the prob- 
lem in time to formulate a defensible 
solution. The ideal solution, outlined 
in the preceding pages, is of course 
intended to be a model, or a goal toward 
which to strive. It presupposes, how- 
ever, unlimited time, energy, and data, 
mixed in with a good deal of foresight. 
\s such the ideal is probably unattain- 
able, but serves its function as a target 
toward which to aim. 

Clearly, then, the choice of any 
method as practical is not absolute, but 
represents the best that can be done 
under the circumstances (with “the 
best” defined in some objective fashion 

as in the ideal solution—not as the 
unsupported subjective judgment of an 
acccuntant, businessman, or public off- 
cial). With the qualifications in mind, 
then, the reasons for the practicality of 
the immediate solution may be indi- 
cated. 

Initial recording at cost has two 
advantages; first, cost is usually ob- 
jectively verifiable, and second, it 
avoids a recording of gain or loss on a 
purchase. Admittedly, a complete, 
reliable, appraisal of the subsidiary is 
difficult to obtain; consequently it is 
usually not known what factors ac- 
counted for a discrepancy between price 
paid and book value of equity acquired. 
\s in other similar cases in accounting 
where uncertainty with respect to pres- 
ent status of future developments is 


present, refuge may be had in the safe 
practice of recording at cost. In etf 
the sensible premise is employed t 
that parent company knows what tt is 
doing and until contrary evidence 
pears we will accept its judgment i: 
matter, 


Subsequent to acquisition of control, 


however, the picture 1s changed consid- 
erably. 
subsidiary are now subject to the dircc- 
tion of the parent, ignorance of its 
affairs cannot be pleaded as a defense 
or continued recording of the invest- 
ment at cost. The usual rules of ac- 
counting presumably are employed jy 
the subsidiary; its operations 

recorded in accordance with accepte 
accounting principles, so that the result- 
ant profit or loss is as much a verinal 
fact as is the profit or loss of the par- 
ent itself. The profit of the subsiditar 
is “realized” to the subsidiary, whicl 
means that it is available to the parent 
on whatever terms it dictates to the 
subsidiary. Whether the subsidiarn 
should declare dividends or not, wheth 
er it should “reinvest” profits or not, 
whether it should file separate or con- 
solidated tax returns are all questions 
of business policv and have nothing 
to do with the method of valuation em- 
ploved by the parent with respect to its 
investment accounts. Subsequent 

acquisition, then, all changes in the 
proprietary equity of the subsidiary 
should be reflected proportionately : 
the investment account of the parent. 
Those changes are there, they are verin- 
able, they occurred under the close 
supervision of the parent. What valid 
reason is there for ignoring them ° 


t 
I 













Since the operations of the 














The Supervision and Review 


of Accounting Engagements 
By STEPHEN Cuan, C.P.A. 


I several previously published 
papers, I have written about mini- 
mum standards of accounting or audit- 
ing practice. In order that no one 
assumes that I am trying to lower our 
standards, or that I am in favor only 
of minimum procedures as distin- 
guished from a thorough audit, let me 
first present a bit of introduction to 
tol ight’s topic. 

We should realize that public ac- 
countancy is a young profession. We 

emerging from a state of uncertain- 

as to our duties and responsibilities 
to the client and the community. Our 
position has not yet been crystalized ; it 
is in a dynamic state which should, 
within the next few years, be more 
concretely expressed through the 
thoughts and efforts of many men, 

nstantly aimed at improvement and 
clarification. 

You may more readily realize our 
comparative youth by noting that in 
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1933, the New York Stock Exchange 
announced, that commencing in July, 
1933, all listing applications from cor- 
porations must contain the certificate 
of independent public accountants, as 
to the correctness of the financial state- 
ments. Thus, a requirement which to- 
day seems obvious, is less than fifteen 
vears old. 


Standards as a Guide 

The auditor’s opinion relative to the 
financial statements he submits, usually 
states that his examination was made 
in accordance with generally accepted 
auditing standards. Official usage of 
the term “‘auditing standards” dates 
back only to 1941, and most of the 
standards codified since that date are 
stated in broad or general language. 

It has been said that the practice 
of a profession should not be made sub- 
ject to detailed, stringent, rules of pro- 
cedure relating to all types of account- 
ing and auditing problems, inasmuch as 
the essence of a true professional prac- 
tice is the proper exercise of opinion 
and judgment in the use of methods, to 
the extent deemed appropriate, in 
accordance with accepted standards 
applicable in the circumstances. The 
fear has been expressed that if stan- 
dards are defined in detail the practi- 
tioner’s freedom of judgment may be 
unduly restricted. However, as a basis 
for the application of judgment and 
methods, and as a basis by which proper 
and improper practices may be judged, 
we need at least minimum standards, 
which should fill the function of guide 
or counsellor, but not that of dictator 
or ruler. 

| feel that if we wish to maintain 
our role of independent public account- 
ants, we must either properly regulate 
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ourselves as a profession, or run the 
risk of outside regulation by Govern- 
mental bodies or agencies. 

Now to get to the core of tonight’s 
discussion, which concerns the supervi- 
sion and review of accounting engage- 


ments. 


Lack of Codified Standards of 
Supervision 

In April, 1935, “The Certified Public 
Accountant” printed an article of mine, 
which included the following para- 
graphs: 

“One of the most important fac- 
tors in the presentation of conserva- 
tive, accurate statements, is the 
careful checking of all the figures 
thereon. This task in the smaller 
accounting firm is performed by the 
principal, however, in an office of any 
size, one or two men _ should be 
assigned specifically to this work. The 
accountants making the audit should 
be instructed to write up complete, 
orderly, working papers. These are 
then reviewed in detail to see that 
a complete audit and verification has 
heen made; that the reserves are 
sufficient; that all liabilities direct 
and contingent have been provided 
for; and that all items not fully veri- 
fied are directly qualified. The re- 
viewers should not merely check the 
figures presented to them, but should 
go further, and determine whether 
all the information which should have 
heen obtained during the course of 
the audit is contained in the work- 
papers. The efficiency and useful- 

ness of this work, depends on two 
factors, the ability of the reviewer 
and the procedure followed in the 
preparation and checking of the 
working papers. 

The proper handling of this work 
will result in training the staff men 
to do a thorough audit and to prepare 
complete papers, and will prove to be 
a strong bulwark between the ac- 
counting firm and possible lawsuits 
for negligence.” 
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The foregoing summary was written 
more than ten years ago. However, 
unfortunately, the matter of supervision 
and review of auditing engagements 
did not receive from all practitioners the 
attention it deserved, and in 1938, under 
the impact of two now famous cases, 
the Securities and Exchange Commis- 
sion scrutinized the manner of review 
by principals of accounting firms, of 
the work of their assistants and sub- 
ordinates. 

More years have passed, and despi 
the S.E.C.’s conclusion which I wi 
quote, and the increased importance 
of this topic, neither our State Society 
nor the American Institute’s Com- 
mittees have to date delivered any auth- 
oritative, measured opinion or decision 
as to what standards or methods of 
supervision are to be considered ade- 
quate and generally accepted. 

Because of the variation in the size 
and complexity of audit engagements 
and in the size and set-up of accounting 
firms, it is difficult to promulgate pro- 
cedures which will fit every case. 
Therefore, it is my purpose tonight 
to present an outline which may serve 
as a general guide. 
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Opinions of the Securities and 
Exchange Commission 
In its report on the investigation of 
alleged negligence on the part of a pub- 
lic accounting firm, the S.E.C. stated: 

“Adequate and competent super- 
vision of the audit seems to be taken 
for granted by most writers on audit- 
ing, for very little attention is given 
in the texts to the problems of 
staff management and review pro- 
cedure.” 

“Review procedure and the mech- 
anical preparation of the report are 
so inseparable that these phases 
must be considered together.” 

“Tf review by a partner is to pre- 
vent less experienced staff men from 
being too easily satisfied by explana- 
tions of clients and to keep them 
from erroneous conclusions as to the 
satisfactory state of the client’s af- 
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fairs, it would appear necessary that 
the partner have experience with 
other companies in the same line of 
business or else undertake to inform 
himself in respect to the industry, as 
a basis for a sound judgment.” 


The report of the S.E.C. resulting 
from another investigation stated: 

“The record of this case, including 
the testimony of expert witnesses, 
fails to show that the review of the 
audit workpapers, which amounted 
to little more than a reading of draft 
statements and perfunctory question- 
ing of subordinate by partner 

as less extensive than that ordinar- 
ily made by accounting firms. If 
the views of the expert witnesses are 
accepted as indicating the usual prac- 
tice followed in reviewing audit 
work, the practice requires thorough 
revision.” 

“A review of the audit work which 
serves as the basis for the account- 
ants’ certificate should insure the 
integration of the working papers 
with the financial statements and 
should include a searching analysis 
of the ultimate facts developed in the 
course of the audit. The first branch 
of this review, which should serve 
to disclose intentional or accidental 
misstatements, should be done by 
one who is independent of those per- 
forming or supervising the audit 
work and drafting the statements, 
and who is well versed in the proce- 
dures adopted by the firm, and in the 
general principles and terminology of 
auditing and accounting. The sec- 
ond branch of review should be made 
by a person, preferably a partner. 
qualified by his knowledge of sound 
accounting principles and his famil- 
iarity with the accounting phases of 
the industry and the more important 
problems of the particular company, 
to interpret intelligently the figures 
to which the accountants are to cer- 
tify.” 

“We think that the review upon 
which an accounting firm assumes 
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responsibility for work done by sub- 
ordinates, must be more than a series 
of perfunctory questions as to the 
performance of particular items in an 
audit program. Nor should unusual 
items be accepted by a reviewer with- 
out support in detail from the work- 
ing papers.” 

The foregoing quotations comprise a 
clear presentation of the scope of an 
adequate review, and the S.E.C.’s com- 
plete reports in this connection could 
be studied with profit by the adminis- 
trative partners of any accounting firm 
desiring to improve its methods. 


Workpapers and Audit 
Questionnaire 

In order to supervise or review an 
auditing engagment intelligently, and 
in order to have an office record of what 
was done, for future reference, it is 
essential that complete working papers 
be prepared. 

The workpapers supporting a year- 
end, or verified, report should prefer- 
ably include an audit questionnaire, 
and where required, an internal con- 
trol questionnaire. 

Even a comparatively small account- 
ing firm will benefit from the use of 
these printed or mimeographed quest- 
tionnaire forms, upon which the senior 
accountant, fills in his answers to speci- 
fic questions. 

Forms and outlines of proper work- 
papers and audit questionnaires are 
presented in several of the standard 
auditing texts as well as in the recent 
book ‘Contemporary Accounting”, 
published by the American Institute of 
Accountants. 

The use of a written questionnaire is 
advantageous because it outlines for 
the staff accountant a uniform plan of 
audit and review of internal control and 
results in a permanent record of the 
scope of the audit, for the reviewer’s 
scrutiny. 

Some firms may find it practical to 
use two tvpes of questionnaires, one 
for large clients and a less detailed form 
for smaller engagements. 
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Order of Audit Work 

For the ordinary audit, the general 
background of the client and the audit- 
ing procedures should usually be out- 
lined by a partner to insure that the 
senior is cognizant of the purpose and 
scope of the work. 

The senior and one or more as- 
sistants then handle the engagement, 
and the report is written by the senior. 

\s each audit step or workpaper 
schedule is completed by a junior or 
assistant it should be reviewed by the 
senior, before being put into the work- 
paper folders. Upon completion of the 
audit, the report, together with the 
workpapers is turned over to a super- 
visor or partner. 

The proper supervision and review 
of the audit and workpapers, should in- 
clude a thorough perusal of the com- 
plete working paper folders, including 
journal entries, trial balance, schedules 
and major confirmation replies. These 
data must be tied up with the balance 
sheet, operating statements and com- 
ments, to be submitted to the client. 


Preliminary Review 

In many cases a preliminary review 
may be made at the client's place of 
business while the audit is in prog- 
ress. The supervisor or partner can 
thus check whether the outlined scope 
of audit is being properly followed. 
whether additional audit steps should 
be done, whether adequate replies have 
heen obtained to the confirmation re 
quests and whether sufficient and clear 
workpaper analyses are being prepared. 

One advantage of this preliminary 
review is that the major problems en- 
countered by the senior as the engage- 
ment progresses can be discussed and 
solved; and errors of reasoning or of 
omission can be more easily corrected 
while the audit is in progress, instead 
of making revisions after the report 
and workpapers have | | 


been completed. 
Office Review 
Whether this preliminary on the job 
review has been made or not, the com- 


pleted workpapers and report should 
be reviewed in detail at the accounting 
firm’s office. During January to March 
it is sometimes impossible to office- 
review every job thoroughly. Discre- 
tion may be exercised, and where the 
workpapers and report have been re- 
viewed in detail for several previous 
audit periods, a less extensive review 
may be made by a partner or supervisor 
intimately acquainted with the client's 
financial picture. This test-review and 
scrutiny may suffice in cases where a 
detailed review was recently made and 
no major changes have occurred in fi- 
nancial condition and audit procedure; 
or where there was skilled supervision 
while the job was in progress, by some- 
one other than the senior who did the 
audit work. 

The office reviewer should constantly 
bear in mind four main questions : 

1. Was the audit and the amount 
of independent verification sufficient- 
ly comprehensive ? 

2. Are the assets conservatively 
valued and clearly stated ? 

3. Are all liabilities, both direct 
and contingent, provided for? 

4. Do the report and workpapers 
intelligently present the results of 
the audit and are all necessary analy- 
ses, schedules, qualifications and 
explanations included ? 


Outline of Review Procedure 

The mechanics of a detailed review 
are summarized in the following para- 
graphs: 

(a) The reviewer should read the 
report and statements, making notes of 
the items which appear to require fur- 
ther investigation. If the audit has 
been done previously, the prior report 
should be scanned at the same time, to 
see that pertinent qualifications and 
essential data have been repeated and 
to note the major current changes in 
balance sheet and operating items. 

(b) Then, reviewing the working 
papers, read the audit program and the 
audit and internal control questionnaire 
with an eye to the adequacy of the 
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audit steps followed. Make notes of 
items not sufficiently verified or investi- 
gated. Scan the trial balance for 
unusual accounts; read the journal en- 
tries and note the adjustments required 
and the methods used; scrutinize each 
working paper analysis. See that the 
worksheets support the figures on the 
financial statements. 

There is no way a reviewer can be 
forewarned of what he may find or just 
how to find it. The results to be ob- 
tained depend solely upon the imagina- 
tion and knowledge of the reviewer, 
who must be aggressive and possess 
a thorough theoretical knowledge of 
auditing, accounting, taxes, and allied 
subjects. 

To illustrate this discussion, I sub- 
mit some of the matters the reviewer 
should look for in the working papers. 

(a) When reviewing the bank recon- 
ciliations see that the outstanding de- 
posits are not excessive, that they con- 
sist only of the preceding day’s réceipts, 
and were checked to the following 
month’s bank statement. If the deposit 
consists of checks drawn on another 
of the client’s banks, note that the 
amount is deducted in the reconciliation 
of the payee bank. [ach bank balance 
should be checked to the letter of 
verification and the reviewer should 
observe that any liabilities disclosed 
hy the said bank letters are given effect 
to in the report. 

(b) Note that, based upon the age- 
ing in the papers or the indicated sales 
volume and credit terms, there is suffi- 
cient reserve against the receivables 
for bad debts, discounts and allowances. 
If a detailed listing has been prepared 
for the workpapers, the accounts should 
be scanned and the reviewer should be 
satisfied that the credit standing of the 
customers owing large balances has 
heen investigated even though the bal- 
ances represent current billings. 

(c) See that sufficient audit tests 
have been made of the inventory. Apply 
gross profit or unit tests to confirm 
the correctness of the total value used. 

(1) Scrutinize the fixed asset analy- 
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ses; see that additions are proper and 
that the depreciation rates are adequate. 

(e) Ascertain that the insurance 
coverage is sufficient. 


f) Read the verification replies 
covering the larger notes receivable or 
pavable, lawyers’ letters, and other 
confirmation responses, since additional 
liabilities, contingencies, interest ac- 
cruals or commitments are often dis- 
closed thereby. It is not necessary for 
the reviewer to scan each confirmation 
of the ordinary trade customers’ and 
creditors’ accounts, but he should satis- 
fy himself that a reasonable number of 
replies have been received. 


(@) Carefully re-read the excerpts 
of leases, contracts, indentures, minutes, 
etc. for their effect on the balance sheet 
and profit and loss statement. Most 
staff-men do not go into sufficient detail 
in their examination of these items and 
aften overlook the balance sheet effect 
thereof. 

As the working papers are thus per- 
used the reviewer may write out his 
comments and questions, allowing a 
three-inch margin to the left, wherein 
are to be written the answers of the 
senior accountant. The questions and 
answers should then be discussed with 
the senior in a way to bring out what 
was done and why it was done. In 
this manner the senior is made appre- 
ciative of the theoretical and technical 
aspect of the subject and the supervisor 
satisfies himself as to the scope of the 
audit. As a result of this discussion 
the senior ties up any loose ends of 
audit procedure and revises the report 
for typing. 

This outline was based on the review 
of an annual audit report. When a 
monthly or interim audit is conducted 
and financial statements are submitted 
to the client, the review thereof is not 
as intensive, concentrating more on fluc- 
tuations in balance sheet and profit 
and loss items and on the form and 
content of the report. The work- 
papers may be periodically _ test- 
checked. However, at the end of the 
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client’s fiscal year, the complete re- 
view procedure as outlined herein 
should be directed at the year-end audit 


report. 


Conclusion 


I have pointed out the necessity for 


proper review, but in conclusion, may 


I state that there is no substitute for 
a proper audit made bv an intelligent 
staff. It is largely the work of the 
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attmen which spells the success or 
failure of an audit engagement. It is 
therefore, to the firm’s advantage to 
familiarize its staff accountants with 
the purpose of the audit steps they are 
tv carry out, and with the manner 
and extent to which their work fits 
into the final report submitted to the 
client. The staffman will then be 
hetter equipped to turn in a compre- 


] 


hensive job, which will require less 


revision upon review by his superiors. 
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Will Women Hold Their Place in 
Public Accounting? 


By JENNiE M. Paen, C.P.A. 


A EAR ago representatives of 
major accounting firms gave a 






ort] ht endorsement of the woman 
accountant and avowed their intention 


f making her a permanent part of the 
structure of public accounting practice. 

Their judgments were based upon 
European 


uate sampling, for the 


var was then five vears old and women: 


| been emploved as field accountants 
yv the hundreds, one large firm having 
reported as early as 1943 that women 
comprised 26% of its staff. 
‘ross-section of their opinions, 
presented in a previous article entitled 
| Position of the Woman Account- 
ant in the Postwar Era,” which was 
published in the June, 1945, issue of 
The New York Certified Public Ac- 
it, as well as in several other 
magazines, gave authoritative testimony 
that the women emploved on_ public 
accountants’ staffs during the war had 
been highly satisfactory, that clients had 
not objected to them, that the seniors to 
whom they were assigned liked them, 
and that they would be retained after 
the war, and advanced as they merited 
such advancement. In contradiction of 
the old belief that the staff men would 
resent the women, more than one firm 
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reported that many seniors preferred 
the women as assistants and asked to 
have them assigned to their work. 
Clients, instead of objecting to them, 
tried to lure them to their own staffs. 

The women were pretty happy to find 
that they had made good but, recogniz- 
ing that the war was still on at the time 
the survey was made, they steeled them- 
selves against a possible slackening of 
approval when the pressure of war 
emergency was removed. 

Now that the veterans have returned 
and staffs may soon be not only ade- 
quate in number but hand-picked in 
quality, will women be able to hold 
their gains? 

A survey made in March, 1946, indi- 
cates that not only have women account- 
ants lost no ground since the war ended, 
they have actually improved their posi- 
tion in the past year and are drawing 
even more forthright approval than they 
received before Germany surrendered. 
Even with the return of the veterans, 
whose prior rights are of course un- 
challenged, the consensus is that there 
is need for and willingness to employ 
those women who are able to meet stiff 
competition. It appears also, from the 
replies, that a considerable number of 
women are in this class. 

Listen to this appraisal by a senior 
partner of one of the very large inter- 
national firms: 

“We are taking back all our vet- 
erans and shall have a more than 
adequate staff within a month. Yet 
we do not intend to release a single 
one of the women. They have done 
uniformly excellent work and have 
had no difficulty whatever in hold- 
ing their own in competition with 
the men. They are just as popular 
around here as they ever were and 
we hope every one of them will 
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stay because we are interested in lem now, as always, is that of de- 
this experiment and want to carry termining when a woman has 
it further. reached ‘career’ status so that the 

“Because of the return of the firm may confidently promote her 


: +t re oncible ‘ork rediwyiTit 
veterans it mav he a vear or more LO responsible work requiring 
before we shall need new account- continuity, 


ants but when we do we shall cer- : : : 
tainly give just as much considera- ‘A senior parioer im another ver) 
tion to the well qualified woman as age NY TeaMeIns the approval he 
to the well qualified man,” expressed last year: 
“It does not seem to me that thi 
The personnel manager of another end of the war has brought about 
of the very large firms of international any change in our attitude. Certain 
scope, which has employed a large num- women have done a very fine job 
ber of women, writes with authority and for us and we hope that they will 
ipparent conviction : remain on our staff. There is cer- 
“Subsequent to my writing to “? ne 
5 We shall regard women as 
you about a year ago, Wwe have eligible for our staff in the futur 
added many to the already sub- ; : é E 
: hut, of course, as markets get more 


stantial number of women on our . 
rccounting staff. During the same 
period we found that a smaller 
proportion of women than men 


and more competitive for them, as 
for the men, positions will be 
available only where exceptional 
Rake ability and aptitude appear to be 
were being dismissed, reflecting es 

> C Ss present. 


that the women selected were in 


practice proving superior to the \nother of the large firms, through a 
nwaele . wana the ee i ye . 
men available during the war. Phe senior partner, comments: 
result shows unequivocally that ex eS Se ee ee 
women with ability as accountants iets Seon Az ae 
ability as accountant women have established themselves 


have made a place for themselves ! 
=r mace r a for ~~ as having a place in public practice. 

omen need not give up this place 

fee Able nial east \t the present time we are 1 
nrdleines. erelaees Aasa- ease iad miei taking on any additional staff, ex- 
competitive standards of perform- wank ‘eines particularly those 
ance. We expect to con inue to who previously worked for us be- 
engage women whose exceptional fore going to the war. Nevertheless 
scholastic or experience records I waaee not say that qualified 
indicate that their performance will women would not be employed by 
be equal to or better than that of . f ¢ one 

a gout oe oan us in the future. In fact I rathe: 
— oc SOF positions On think they would. Based upon our 
our staff. NS 

“| se bee experience with the woman ac- 

ast year I wrote the re 
: een eee ee ee countant, we do not expect to re- 
had been limitations in assigning lease any of those who have prov: 
women to work involving travel unmives: wilting wal we 
or overtime or ies such as physi- : pl pee Sa nt 
es vertime or duties such a certainly will always be willing to 
- _ oft ] "2 , ¢ = - " ~ 
ra si sega ie weer — consider the employment of women 
happy to report that, as the general in the future who have exceptional 
usefulness of women on our statt holestic or experience wnneds” 
. . . . SCION I », l qs, 

has increased, these limitations 








have become less apparent. Those Another large firm states that while 
in charge of work are frequently it expects to employ many college grad- 
indicating preferences for women uates within the next few vears, mostly 
in a wide variety of assignments. men, it intends to retain the women it 
The most serious long-range prob- has and “will probably always carry a 
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few women on the staff. They add tone 
to the staff and will give the men 
some competition.” 

Stull another of the very large firms 
thinks that there are sections of its 
practice to which women are especially 
suited and where their employ- 
ment creates no staff assignment prob- 
len. They, too, have and intend to 
retain several women who have shown 
exceptional ability, and, while expect- 
ing to employ a considerable number 
of men within the next two years, will 








still consider women of outstanding 


qualifications. 

These replies express the general 
sentiment of all those of whom inquiry 
was made. 

There have. of course, been in- 
stances, as among the men, of inferior 
work or unwillingness to subordinate 
personal convenience to emergency 


needs, but these must have been sur- 
prisingly few, judging by the uniformly 
complimentary tone of the replies. 
Public accounting has never been a 
field for the poorly equipped or those 
seeking a soft berth. Without apti- 
tude and application no one, man or 
woman, need hope to succeed in it. 
Before the war the major sources 
of recruits to the staff were the gradu- 
ating classes of the various universities 
teaching accounting and the selections 
were made from the most promising 
graduates in these classes. It cannot, 
of course, be expected that the de- 
mand for staff additions during the 
next two years will be what it was dur- 
ing the war, but, on the basis of even 
the most conservative of the replies, 
there is no longer any doubt that 
women of outstanding ability will find 
places in public accounting practice. 
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The Supreme Court Views 
Family Partnerships 


By BENJAMIN Harrow, C.P.A. 


HE family partnership device for 

splitting income to avoid the im- 
pact of high tax rates had the merits 
of simplicity and legality. Most com- 
monly it took the form of a gift to a 
wife of an interest in a business thereto- 
fore conducted by a husband, an agree- 
ment between husband and wife to con- 
duct the same business in partnership 
form, and to share the profits and losses 
in some agreed ratio. In community 
property states the profits have always 
heen taxed to husband and wife equally 
without resort to artifice or special 
prior arrangements. It was naturally 
assumed that Courts would look with 
favor upon family partnerships, for 
essentially husband and wife were at- 
tempting to do something that had al- 
ready been approved in the Courts in 
the case of community property. But 
taxation is a practical matter and the 
need for revenue made it almost im- 
perative that the Courts restrict the 
opportunities for avoiding taxation of 
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income by splitting it among members 
of a family group. 
The real problem for the Courts was 


how to do this without doing violence 


to too many long established legal con- 
cepts and principles concerning the na- 
ture of property and property rights. 
The Tax Court wrestled bravely with 
the problems. It made a valiant attempt 
to recognize the creation of valid legal 
rights in spite of tax consequences and 
struck down only those partnerships 
that flagrantly violated common sense 
and those recently established tax con- 
cepts in relation to assignment of in- 
come and colorable diversion of in- 
come. But the avalanche of family 
arrangements to avoid taxes began to 
endanger seriously the collection ot 
revenue and the Supreme Court, with 
its ear to the ground, was compelled 
to come to the aid of the Commissioner. 


With Chief Justice Stone and Justice 
Reed ‘dissenting, the Supreme Court on 
February 25th, 1946 decided two family 
partnership against the tax- 
paver.“2) In the Tower case 31° 
of the capital of the partnership had 
been contributed by the husband and 
39% by the wife. All the capital came 
originally from a corporation in which 
the husband had owned 89% of the 
stock until three days before a limited 
partnership was formed. At that time. 
the husband made a gift to the wife of 
38% of the stock on condition that 
upon the contemplated dissolution ot 
the corporation she would place the 
corporate assets to be received by her 
into the new partnership. Thereafter 
the husband continued to operate, con- 
trol and manage the business just as he 
had previously operated it as a corpora- 
Actually the only new feature 


cases 


tion. 


(1) Com’r v. Francis E. Tower, U.S.Sup.Ct., No. 317 2/25/46. 


(2) A. L. Lusthaus v. 
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The Supreme Court Views Family Partnerships 


was the reallocation of the income of the 
business between husband and wite. 
Apparently the dissolution of the cor- 
poration and the formation of the new 
partnership had no business purpose. 

The Court in an earlier case®) in- 
volving the assignment of income, had 
laid down the rule that income is to be 
taxed “to those who earn or otherwise 
create the right to receive it and enjoy 
the benefit of it when paid”. Under 
the facts of the Tower case, the Court 
held that the husband created that right 
and enjoved the benefit of the income 
the wife received since the wife’s share 
of the partnership profits was actually 
used “‘to buy what a husband usually 
buys for his wife such as clothes and 
things for the family or to carry on ac- 
tivities ordinarily of interest to the fam- 
ily as a group”. The Tax Court had 
found as a fact that the husband and 
wife had not intended to carry on busi- 
ness as a partnership and this finding 
the Supreme Court under the Dobson“ 
rule accepted as final. The Supreme 
Court had also previously held“) that 
family group arrangements through a 
short term irrevocable trust where the 
grantor controlled the distribution of in- 
come would not prevent the income 
from being taxed to the grantor. 
Neither in this case nor the Tower case 
does the Court dispute the validity of 
the arrangements for state law pur- 
poses. But the state law, says the court, 
does not decide issues of federal tax 
law. All the taxpayer did in the Tower 
case was to channel off some of his in- 
come to decrease his taxes, so that the 
creation of the partnership was unreal 
and consequently it was only the hus- 
band who earned the income. 

In the Lusthaus case, a husband who 
was an individual proprietor in the re- 
tail furniture business, formed a part- 
nership with his wife and executed a 
bill of sale to her in the amount of 
$105,253.81 for a half interest in the 
business. The husband borrowed 


(3) Helvering 7. Horst, 311 U.S. 112. 
(4) Dobson v. Com’r, 320 U.S. 489. 





($) Helvering v. Clifford, 309 U.S. 331. 
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$25,000. from the bank and gave his 
wife a check for $50,000. drawn against 
the said $25,000. plus other funds from 
the business. The wife then gave her 
husband a check for $50,253.81 to- 
gether with eleven notes of $5,000. 
each. The husband reported the 
$50,000. gift for gift tax purposes. 
Prior to and also after the formation 
of the partnership, the wife helped out 
in the business without compensation 
whenever her services were needed. 
Drawings by the wife against partner- 
ship profits were used largely to pay 
off some of her $5,000. notes. 

The Court in these decisions does not 
say that no family partnership will be 
recognized for tax purposes. In fact 
it lays down the circumstances under 
which a wife would be considered a 
bona fide partner. If the wife con- 
tributes capital originating with her she 
will be considered a partner ; likewise, if 
she substantially contributes to the con- 
trol and management of the business 
or otherwise performs vital additional 
services. 

It should be noted that the Supreme 
Court reaffirmed the principle that the 
Tax Court has the final say as to find- 
ings of fact, and that the question as to 
whether or not a partnership actually 
existed was a question of fact for the 
Tax Court to determine. In elaborat- 
ing upon that position, the majority 
opinion went on to state that the Tax 
Court’s authority to make a final de 
termination as to the existence or non- 
existence of a partnership for federal 
tax purposes is not lessened because 
the partnership might be treated as valid 
for purposes of state law. While the 
right of a taxpayer to minimize taxes 
through legal means was not denied, 
the majority opinion nevertheless held 
that a showing that such purpose was 
the motivating factor in the formation 
of the partnership arrangement, “lends 
further support to the inference that the 
husband still controls the income from 
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his partnership interest, that no part- 
nership really exists and that earnings 
are really his and are therefore taxable 
to him and not to his wife”. 

In the Tower case, one of the Tax 
Court’s conclusions was that the hus- 
band had never executed a completed 
gift, and that the purported gift was 
therefore ineffective for tax purposes. 
In this regard the Supreme Court held 
as follows: 


“We do not find it necessary to de- 
cide this issue. The question here is 
not simply who actually owned a 
share of the capital attributed to the 
wife on the partnership books. A 


person may be taxed on_ profits 
earned trom property, where he 
neither Owns nor controls it. Lucas 


v. Earle, supra. The issue is who 
earned the income and that issue de 
pends on whether this husband and 
wife really intended to carry on busi- 
ness as a partnership. Those issues 
cannot be decided simply by looking 
at a single step in a complicated 
transaction.” 


The impact of the decisions in the 
lusthaus and Tower will un- 
doubtedly cause many family partner- 
ships to turn to the corporate form of 
business. ‘There are of course numer- 
factors that should be considered 
before such a step is taken. While a 
discussion of these factors is not within 
the scope ot this article, there is never 
theless one note of caution that should 
be sounded in this connection. 

The mere fact that a husband and 
wile partnership incorporates or that a 
husband transfers part of his stock 
holdings to his wife, does not neces- 
sarily render corporate dividends to the 
wife immune from the possibility that 
they may be held taxable to the hus- 
band. In a recent Tax Court®) case, 
two husbands who were holders of com- 
mon stock in a closely held corporation, 
caused the Class A and 
Class B stock in lieu of the original 


Cases 


Ous 


issuance of 


(6) Overton v7. Com'r; Oliphant 7. 
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common stock. Shortly thereafter, the 
husbands made gifts of their Class B 
stock to their respective wives. The 
Class B stock had limited voting rights 
and had a liquidating value of only $1. 
per share. Subsequently, an agreement 
was entered into in which the wives’ 
rights of alienation of the stock were 
restricted. Substantial dividends were 
paid to the wives on the Class B stock. 
The Tax Court considered the entire 
arrangement to be a device to divert to 
the wives income earned by the Class A 
Stock owned by the husbands, and 
therefore held the dividends received 
by the wives to be taxable to their hus- 
bands for both income and gift tax 
purposes. 

The above case involves a somewhat 
special set of facts and may therefore be 
of limited application to the usual fami], 
husiness arrangement. Of perhaps more 
general scope are certain problems in- 
herent in the liquidation or incorpora- 
tion of a family partnership which has 
been or may be held invalid for federal 
tax purposes. 

Let us assume that a husband and 
wife partnership in which the wife's 
capital contribution originated as a gift 
by the husband, is liquidated. The 
assets respectively received in distribu- 
tion by the husband and wife are turned 
them to a corporation in 
exchange for the stock. Should the 
Commissioner thereafter hold the part- 
nership to have been invalid, the follow- 
ig questions may arise 1n connection 


over by 


with the liquidation: 

1. If the Commissioner holds that 
the gift was incomplete and invalid is 
the husband considered to have been 
the sole owner of the supposed partner- 
ship and hence to be the sole owner of 
the stock in the corporation ? 

2. If the completeness and validity 
of the gift is not questioned, is the hus- 
hand considered to have been a single 
proprietor of a business to which the 
wife in effect made a loan in the amount 
of her supposed capital contribution ? 


Com'r, 6 T.C., #44. 
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3. In connection with question 2, is 
the increment in the value of assets 
listributed in kind, over the basis of 
such assets, taxable to the wife inas- 

ch as she is not considered to be a 





rtner: 

+. Is the distributive share of the 

tits received by the wife and which 
the Commissioner is taxing to the hus- 

nd, subject to gift tax? 
Presumably in the last query, the 
wife is entitled to a refund of income 
taxes on her share of the profits of the 
business not taxable to her. Is the 
husband subject to a gift tax on the 
amount of taxes refunded? 

The above questions are of course 
very general and do not touch upon the 

riety of problems that may arise 











under special factual situations. The 
attitude of the Commissioner in pur- 
suing to its logical conclusion the con- 


sequence of his disallowance of a fam- 
lv partnership arrangement for federal 
tax purposes will determine the extent 
to which answers to the above queries 
will have to be found. 





The minority opinion in the Lusthaus 
‘ase considered in conjunction with the 
Inajority opinion in the Tower case, 
illustrates clearly the divergence in 

hod of approach and_ philosophy 
respect to the family partnership. 

he minority applied the test of legal- 
ity to each of the various steps in the 
formation and operation of the partner- 


Gregory v. Helvering; 293 U.S. 465. 


ship. It held that the gift to the wife 
was valid, that the wife acquired a 
bona fide ownership of a share in the 
partnership, that the partnership in- 
come was attributable to partnership 
capital as well as to the managerial 
efforts of the husband, and that the 
“purpose to reduce taxes on family in- 
come certainly is not evidence of inten- 
tion not to form a partnership”. 

While the rationale of the majority 
opinion in the Tower case was that no 
true partnership arrangement existed, 
a more general philosopky which found 
expression in the Clifford and Horst 
cases, was the fundamental basis for 
the opinion. That philosophy in effect 
holds that a nfere reshuffling of income, 
without good business purpose, particu- 
larly within a family group, should be 
scrutinized with extreme skepticism 
even though all legal requirements ap- 
pear to have been met. This school of 
thought may be considered a logical 
outgrowth of the principles laid down 
in the Gregory” case. To what degree 
the application of that philosophy will 
he broadened and extended in the inter- 
mretation of tax law is of course a 
inatter of conjecture. But with the 
continuance of the need for maximum 
federal revenues, the probabilities are 
that the prevailing attitude of the Su- 
preme Court will be applied to other 
tax minimizing plans unless restricted 
hy Congressional action. 
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Stock Purchase Se and the 


New T. D. 


D. SEGHERS, 


PAUL 


Ww" does the Treasury Depart- 
ment want’ Does it wish to 
assume supreme legislative and judi- 
cial, as well as administrative, authority 
in all income tax matters? Its latest 
ruling (Treasury Decision 5507, pro- 
mulgated April 12, 1946) with respect 
to employees’ stock purchase options, 
is another illustration of the Treasury’s 
attempts to do what the courts have 
said that not even Congress can do 
that is, to “create income by legislative 
flat” 

Prior to T.D. 5507 the Regulations! 
provided that the purchase by an indi- 
vidual of stock of the corporation by 
which he was employed, at a price less 
than market value, was considered 
taxable income to the extent that such 
difference constituted compensation for 
services rendered or to be rendered. 
It was recognized that in every such 
transaction it was a question of fact 
whether the purchase was a “bargain 
purchase” or constituted the receipt of 
compensation from the corporation. 
The Treasury has now changed the 
Regulations as to shold that the 


its 
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. 

ditference between the purchase price 
and market value of stock in every such 
case is compensation. 

This change is made retroactive. ex- 
cept in the case of stock purchase op- 
tions 
granted prior to February 26, 
1945, and 


(a) 


(b) with respect to which certain 
specified consents are filed by 
the optionee on or before July 
1, 19462 

The decision rendered by the Su- 

preme Court in the Smith case® a little 
over a year ago is given by the Bureau 
of Internal Revenue as the ground for 
this change in the Resdiations. The 


however, is that the Siit/ case 
dealt only with the method of taxing 
income realized from stock options 
which admittedly had been received by 
the taxpaver as compensation. The 
Supreme Court did not hold, and had 
no occasion to hold, that the options 
were received as compensation. 

There is now pending in congress a 
bill* to prevent the taxing of unrealized 
paper profits in the case of employees’ 
stock purchase options. The objective 
of this bill finds ample support in 
recent court decisions. For many years 
the Commissioner has been quite con- 
sistently overruled by the courts when 
he sought to tax as compensation the 
excess of the market value the 
option price, except where the option 
was admittedly given compensa- 
tions Yet the Treasury has now 


truth, 


over 


as 


yrovisions of earlier Regulations. 


(3) Comm. v. Smith, 65 S.Ct. 591, Feb. 26, 1945. 

4) H. R. 5561 

($) James M. Lamond, Memo T.C., Docket 6026, 1-31-46. 
Clarence L. Langdon, Memo T.C., Docket 105894, 1-14-43. 


Herbert H. Springford, 41 B.T.A. 1001 (1940). 


Gordon M. Evans, 38 B.T.A. 
Debert B. Geeseman, 38 B. TA. 
Omaha National Bank v. 


2 5/) 


Commniissione or, 


1406 (1938). 
258 (1938). 


75 F(2d) (CCA8, 1935). 
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decided that in everv case, regardless 
of the facts, every stock purchase option 
is given as compensation! 

Taxpayer acceptance of Treasury 
rulings is important to good admin- 
istration, and will be best promoted by 
a willingness on the part of the Treas- 
ury to accept judicial interpretations of 
the Internal Revenue Code handed 
down by the courts. 

Our country has grown great in 


dd 6 


peace, and proved itself great in war, 
under an industrial system in. which 
the corporate form of organization has 
played a vital role. The promotion, 
rather than the destruction, of that svs- 
tem should be sought. The plan of 
stimulating employee interest and loy- 
alty and promoting employee owner- 
ship through the granting of stock pur- 
chase options should be encouraged and 
not penalized. 








Fiat Lux! 


By Tuomas W. 


dh HERE is such a thing as hiding one’s 
light under a bushel. The certified 
public accountant is quite a fellow at 
lus own fireside, among boon compan- 
ions, and with some clients. But to 
many top busines executives and other 
men of affairs he is still, as at the turn 
of the century, a figure man. His great- 
ly expanded sphere of usefulness is 
acknowledged by those who know of the 
pre-academic, undergraduate, and broad 
post graduate training he is obliged to 
undertake to fit him for his life’s work, 
but unfortunately, comparatively few 
influential people are aware of this. 
That the value of the public account- 
ant to the community is not better 
known is due to the fact that he has 
not had the advantage of the publicity 
accorded other professionals. The 
newspapers have no hesitancy in print- 
ing the names of physicians and. sur- 
geons; their identified bulletins appear 
as news when they are in attendance 
on well known persons. Recently a 
column-long article noted several times 
the name of a physician with his office 
address stated at least once. Lawyers 
also are frequently named in press re- 
ports of criminal and civil actions. No 
one seems to question the ethics of such 
publicity. There have been many im- 
portant situations in which accountants 
have rendered valuable services, but 
unless involved fraudulently — their 
names rarely appear. Oh yes, occasion- 
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ally their assistance is sought by the 
authorities in tax revisions and in public 
welfare projects, but even in these 
instances the public prints are either 
mute or damn with faint praise the 
services rendered. 

A scrutiny of the directorates of 
large corporations shows among those 
guiding their destinies bankers, law- 
vers, and others experienced in busi- 
Public accountants by education 
and practical training are supposed to 
have valuable advice to offer, and yet 
they appear as directors only in philan- 
thropic and social activities. That the 
failure of their election to positions of 
authority is not a matter of wealth is 
evident from published stockholdings. 
which lists often show slight proprietor- 
ship interest of directors in the corpo- 
rations they serve. 


ness. 


Why are public accountants not more 
often mentioned in the news columns, 
and also what is the reason for their 
noticeable absence from directorates. 
fact-finding boards and other seats of 
the mighty? Does the inarticulateness 
of practitioners in affairs unrelated to 
accountancy stamp them as little men: 
In the public mind they never initiate 
but are forever ambling through the 
past, reviewing, criticizing and report- 
ing on acts for which responsibility 
has been assumed by others. Those 
within the craft know that constructive 
suggestions, plans, and ideas are con- 
stantly offered not only in accounting 
but also in other business, financial, 
and sociological matters. But these 
things do not receive the type and 
sufficiency of publicity necessary to 
overcome the deeply imbedded idea that 
the public accountant is a critic and a 
figure person exclusively. Many 
articles have been written concerning 
his changed and constantly changing 


status but te date the circulation of 


May 
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hese efforts—like these lines—has 
been confined to members of the ac- 
counting family. 

If it is to achieve its deserved place 
in the sun, the profession must engage 
public relations counsel to enlighten 
the general public. This does not 
mean that public accountants should 
follow either the advertising fraternity 
in pubheizing who has which clients, or 
the mercantile trade in noting changes 
in important personnel. What is in- 
tended is that ways must be found to 
place and keep favorably before news 
readers in a dignified manner, the 
doings of practitioners and their ability 
and willingness to work with and for 
their fellow men. 

There is a job to be done. A plan 
must be devised and haste made slowly 
after mature consideration of it. Con- 
stantly flowing material should be sup- 
pled of talks by, and other extra- 
curricular activities of, members of the 
accounting societies. The younger ele- 
ment should be encouraged to continue 
and extend the splendid work of the 
pioneers, and by publicized deeds to 
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enlarge the prestige of the profession. 
The newcomers have brighter back- 
grounds and more optimistic vision 
than many of the articulate oldsters. 
The latter through necessitous efforts 
have acquired the look of those who 
have known great sorrow, and think 
so little about personal appearance that 
they often resemble morticians in mod- 
erate circumstances. The vounger gen- 
eration has youth and energy to devote 
to the cause. Also, it is better equipped 
educationally and psychologically to 
cope with a world in which it was 
born and lives than are the elder ac- 
countants who are ever engaged, and 
not always sympathetically, in recon- 
ciling new with old ideas. 

It was not the purpose of this article 
to presume to suggest a detailed plan 
for attaining merited recognition. Suf- 
fice it to plant a seed which it is hoped 
will flower in such a way that the public 
accountants of many vears hence may 
sav “our predecessors decreed LET 
THERE BE LIGHT” and be able to 
add, AND THERE WAS LIGHT. 
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Application of Principles of Fund 


Acc 


b }LOWARD 


N' /T many years ago, financial state- 
1 ments of colleges and universities 


were prepared in the same form as 
those of commercial enterprises. Such 
statements, as a result, were generally 


to the administrators of 
institutions and had no real value 
for statistical or comparative purposes. 
The form of reports developed by a 
mittee of business officers 
for the annual reporting of the financial 
las come be known as the 


“Fund B or “Institutional Basis”’ 


1 
neani Ig~less 


college 


to 


— 
iting and reporting. 


( oaatie “there was some reluctance 


g 
on the part of a few firms of indepen- 
lent accountants to express an opinion 


financial statements of the in- 
fund basis were 


that the 
stitution prepared on a 


“in conforn litv with generally accepted 
accounting principles”. This reluctance 
as probably disapy eared in view of 

fact that the principles have now 





generally accepted” although 
quality the principles as 
‘inc ciples of institutional accounting.” 


same fringe 
Li bhill 





\ lan form of present ation of 
1ancial state ments of clubs which in- 
volved a change in principles or the 
ppl cae: thereot gt raise a ques- 
nas to whether the accounting prin- 
ples were “gene ally accepted” by 
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ounting to Non-Profit Clubs 


Witney, C.P.A. 
clubs as a group. For the purpose of 
considering whether the fund basis of 
reporting merits general acceptance, 
there is submitted a balance sheet and 
income statement of the XYZ Club 
prepared on a commercial basis and on 
a fund basis. For illustrative purposes 
considerable detail not pertinent to the 
discussion is omitted. 

Considering first the statement of 
income and expenditures, it will be not- 
ed that the only major change is the 
elimination of the deduction for depre- 
ciation and the substitution therefor of 
| for amortization of fixed in- 
debtedness, expenditures from current 
income for capital outlay and provision 
for other appropriations of net income 
by the Governing Board of the club. 
The statement on a fund basis unques- 
tionably presents fairly the sources of 
income he disposition thereof. It 


provision 


and the 
is readily adaptable to budgetary con- 
trol and reflects not only the current 
heed but also special appropria- 
tions of the Governing Board. It elim- 
inates the necessity in many instances 
of attempting to explain to the members 
in the annual report the disposition 
of the profits for the period by summar- 
izing expenditures so as to include cap- 
ital outlay and payments of maturing 
indebtedness. 

The fund balance sheet is divided 
into three separately balanced sections, 
namely, general funds, building or plant 
funds, and trust and other restricted 
funds. Changes in balances of general 
funds (working capital), unexpended 
plant funds (reserve for postwar rehab- 
ilitation) and equity in plant are shown 
in the balance sheet but may, of course, 
be submitted in supporting schedules. 

Working capital, or general funds 
surplus, is the difference between gen- 
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eral tunds assets and liabilities and rep- 
resents surplus available to finance 
current operations as contrasted with 
surplus shown in the regular balance 
sheet which represents not only surplus 
ilable for expenditures but also sur- 
plus invested in land, building and 
pment. In many instances, under 
the commercial form of reporting, 
surplus includes fund balances which 
should be shown separately, and there 
are also many instances where funds 
are shown as separate items whereas 
in fact the funds area part of surplus. 
Unexpended plant funds should in- 
clude gifts restricted to plant purposes, 
-., expendable only for land, building 
yr equipment. In the example unex- 
pended plant funds represent appro- 
priations from current income for post- 
war rehabilitation. | Appropriations 
and expenditures from this reserve 
should be shown as deductions from the 
fund balance. Equity in plant generally 
esents the difference between the 
of land, building and equipment 
the nixed liabilities therefor. The 
equity is increased by equipment or 
related purchases by general funds, ex- 
ndi from funds restricted for 
plant purchases and payments of fixed 
indebtedness by general funds. It is 
reased by depreciation, disposals 


or other adjustments to book values. 




















Equity in plant in a fund balance sheet 
does not purport to represent actual 
value of equity. It does, however, 
segregate from surplus the book value 
of the equity and gives the Governing 
Board some indication as to the rela- 
tionship between retirement of indebt- 
edness and depreciation. A study of fi- 
nancial statements of clubs indicates 
various practices with respect to de- 
preciation. Clubs carry the assets at 
nominal, assessed, appraised or depre- 
ciated values. Some clubs consider 
that appreciation offsets depreciation. 
It would appear that depreciated cost 
gives the reader a more informative 
picture although even this basis may be 
subject to some qualifications. 

The balance sheet grouping for trust 
and other restricted funds has the ad- 
vantage of segregating such funds from 
other assets and liabilities and permits 
a more orderly arrangement of the bal- 
ance sheet. The various permanent 
funds and related investments can be 
detailed in supporting schedules. 

In general, the fund basis, in the 
opinion of the author, sets forth more 
clearly the financial position and the 
results of operations of clubs than the 
regular commercial form of presenta- 
tion. 
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X Y Z CLUB 


STATEMENT OF PROFIT AND LOSS 
For the Year Ended December 31, 1945 
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The Budget as a Means of Executive Control 
in Voluntary Welfare Agencies 


By FREDERICK GRUBEL, C.P.A. 


An RICA has ceased to be the land of 
unlimited possibilities. The epoch 
of almost unrestricted earning power 
on the part of individuals has ended. 
One of its sympathetic phenomena dis- 
appeared with the “Gilded Age”. 
Individual earnings and fortunes are 
no longer the inexhaustible source of 
millions of dollars donated, endowed, 
bequeathed for the promotion of human 
progress and for the relief of human 
suffering. The burden of continuing 
and developing the inheritance of the 
founding fathers of American philan- 
thropy has shifted from the shoulders 
f a few individuals to those of the 
mass of public spirited citizens. Mass 
support becomes increasingly important 
to most of this country’s welfare agen- 
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cies. They have outgrown the times 
when they were the leisure time busi- 
ness of their founders to whom their 
administrators were solely responsible. 
The welfare agencies’ dependence on 
mass support implies public respon- 
sibility. They are no longer private, 
but a special tvpe of public institutions. 
Their affairs should be conducted and 
recorded as if they were to be account- 
ed for to a public controller. Their 
executive officers should manage them 
on the basis of a carefully planned 
budget and they often attempt to do so. 


Basic Principles 


The philanthropic budget authorizes 
and orders the administration to incur 
expenditures during a given period of 
time for the specific purposes and acti- 
vities for which the organization was 
created. The budget of an agency 
usually is adopted by its board or mem- 
bership at annual conventions, bodies 
which legally control the officers of 
the organization. It has in this respect 
some similaritv with the government 
budget. But the budgets of privately 
supported welfare agencies are subject 
to change if and when the expected in- 
come cannot be raised during the bud- 
get period. Moreover, income and ex- 
penses are not functionally interrelated 
as are operating income and expense of 
a business concern. Campaign results 
and needs for social services often 
show dangerously divergent trends. 

Income estimates thus include a fac- 
tor of uncertainty which is even more 
serious than in business budgets and 
incomparably more difficult to appraise 
than in government budgets. 

sudgets are generally separated into 
operating and capital and cash budgets. 

The operating budget plans all in- 
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come and expense transactions, the bal- 
ance of which is excess income (profit ) 
or deficit for the period under review, 
and therefore directly influences the 
General Fund surplus (or deficit) ac- 
count. Its expense side projects the 
cost of fulfilling the agency’s functions. 
Any administrative overhead allocable 
to non-operating expenses should be 
clearly indicated as to its purpose and 
deducted from gross overhead. Simi- 
larly, it should be apparent from the 
budget whether and to what extent sup- 
plies will be purchased, not only for 
consumption during the period but 
also for inventory. The budget ex- 
pense items should correspond with the 
expense items as they appear in the 
expense ledger. Thus, it will be pos- 
sible to compare budgetary unit and 
departmental provisions with the re- 
spective unit and departmental costs. 

The income side provides for the 
revenue which is expected to cover the 
expenses. There are different kinds of 
Income: 

g., hospital 
charges, tuition fees, membership 
dues, paid by members who bene- 
fit directly from the agency’s 
services, such as settlement house 
activities, etc. ; 


a) operating income, e.g 


b) undesignated donations, e.g., be- 
quests, funds’ donated outside of 
money raising campaigns ; 

c) unrestricted earnings of endow- 
ment funds ; 

d) net proceeds of general fund- 
raising campaigns (after deduc- 
tion of the costs of fund-raising, 
which are not operating expenses 
but direct charges to campaign 
mcome ) ; 

e) other income which is designated 

to cover expenses for special pro- 

jects undertaken by the welfare 
agency within its budgetary oper- 
ations ; and 

transfers from endowment and/or 

expendable funds of the agency. 


many instances the operating bud- 


Ai ) 


get is considered the only budget, leay- 
ing non-operating transactions without 
any periodical planning. This may be 
sufficient for agencies with a steady and 
parallel flow of operating income and 
expenses and without considerable fixed 
or funded property. However, operat- 
ing deficits or divergent or different 
trends of operating revenue and expen- 
diture necessitate previous planning 
through the capital and cash budget. 
It includes all financial transactions 
insofar as they concern real accounts. 
Its principal sections are: 

a) management of cash needs, e.g., 

loan transactions ; and 

lb) capital expense and matching in- 
come, e.g., extraordinary replace- 
ments of plant and equipment, 
new construction including build. 
ing funds, mortgaging. 


If an agency has separate endow- 
ment funds or expendable funds for 
specific purposes, they should be bud- 
geted separate and apart from the 
General Fund and Capital budgets in 
order to assure full compliance with 
the respective purposes of the funds. 


Budget Determinants 
The budget of a voluntary agency is 
determined by four basic factors: 
a) its aim and scope; 
hb) the need for its services and activ- 
ities ; 
c) its facilities for rendering ser- 
vices to its beneficiaries ; and 
d) its financial means. 


The aim and scope of the agency may 
be ascertained from the constitution 
and by-laws, as well as from explicit 
rulings or from use tacitly established 
by the governing bodies. The selec- 
tion of operating fields for agencies 
may vary from year to year and in- 
volves decisions of great social respon- 
sibility: e.g. whether a certain kind of 
sickness shall be treated by a hospital ; 
or which category of children (age, de- 
pendency, etc.) should be cared for 
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in a child care institution ; or (in over- 
seas relief) whether basic relief or 
economic reconstruction should be the 
task of the agency. During the last 
decade it has become increasingly im- 
portant to find out to what extent public 
welfare agencies have accepted respon- 
sibility for social work formerly done 
only by voluntary agencies. Creation 
of and consultation with coordinating 
organizations operating in the same or 
related fields may be necessary for 
really intelligent social planning. 

In many types of institutions the 
facilities for rendering services to the 
beneficiaries are physically limited, e.g., 
by the (1) number of beds available 
in hospitals, in homes for the aged, and 
in orphanages; (2) labor capacity in 
welfare work shops ; (3) maximum out- 
put in soup kitchens; (4) space avail- 
able for indoor and outdoor play in day 
nurseries; (5) foster homes available 
for foster care agencies; etc. 

Legal and political limitations tend to 
determine the extent of activities of 
other agencies (e.g., complementary 
cash relief granted by private family 
welfare agencies; overseas relief sub- 
ject to foreign currency regulations and 
to considerations of compliance with 
the national policy ). 

After the physical, legal, social and 
political limitations of the ideal task of 
an agency are ascertained, the estimate 
of the funds available determines finally 
the scope and volume of its work. 

However, in evervday’s routine, 
budgeting is often nothing more than 
the planning for the smoothest possible 
continuation of the last year’s work 
for another budget period. Past ex- 
perience is in many instances its sole 
basis of operation. Certainly, the four 
basic determinants are somehow or 
other reflected in the agency’s past and 
current performance. Their periodical 
systematic examination, i.e., thorough- 
going budgeting, may nevertheless dis- 
close shortcomings, currently imper- 
ceptible deviations from the proper line 
of activities or the necessity for adjust- 
ment to changed circumstances. There- 
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iore, the neglect of systematic budget- 
ing and the routine continuation of 
past performances will gradually and 
finally impair the efficiency of an agen- 
cv's activities. 


Fixed and Flexible Budgets 


The expense budget is the calculation 
of the cost of the functional services to 
he rendered during the budget period. 
The basis of this calculation is the 
knowledge of those expenses which 
must be incurred to keep the agency 
functioning irrespective of the volume 
of its service. The plan for future 
x'nd and volume of service will then 
provide the yardstick for the estimate 
of the expense over and above the irre- 
duciple minimum. 


Volume of service is understood to be 
the aggregate amount of service units. 
A study of the agency’s functions will 
reward these most significant types of 
services rendered (hospital days, dis- 
pensary visits, school attendance, wel- 
fare cases, etc.). 

The determination of the service 
units may remain unchanged tor the 
entire life of the agency. However, 
changes in statistical and accounting 
methods may become necessary in this 
world of ever changing social and socio- 
logical conditions and problems. The 
executive officer of the organization, 
therefore, should review from time to 
time the once-established service units 
to find out whether they are still des- 
criptive of the agency’s work and can. 
therefore, be relied upon as the basis 
for future budgeting. 

The budget is generally guided by a 
normal expectancy and requires revi- 
sion during the budget period only if 
and when one or more basic deter- 
minants prove to be incorrectly apprais- 
ed. Then, the budgeting process has 
to start all over again at the most 
inopportune time or it is more likely 
that no new budget will be set up and 
operations continue without proper 
planning because of lack of time for 
such a revision. A remedy could be 
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the establishment of a flexible budget. 
That means calculating the budget not 
only on the basis of normal expectancy 
volume of service and financial 
means available, but also on basis 
if certain possible variations. In such 
cases it will be especially important to 
compute the irreducible minimum of 
expenses and to find out from past ex- 

verience to which degree the expenses 
increase with the volume of service and 
wh this may influence the income ot 
the agency. On the basis of this in- 
formation budget estimate should be 
set up under the assumption that the 
income falls short by anything between 
5% and 30%, setting variations from 5 
to 5%. Regular monthly statistical, 
and income reports will help the 
management decide whether it should 
switch from the normal budget to anv 
the variations. 
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Budget Allowances 


A budget allowance is a budgetary 
authorization to spend a certain amount 
of money for a specific purpose during 
Spe “ified | eriod of time. Considering 
every ra budget item as earmarked 
pl tend to impair the efficiency of 


the agency. On the other hand, the 
bu ie would be almost meaningless if 
the management were at liberty to 
pend the available funds up to the 


limit of the grand total allowed without 
any restrictions as to their application 
to specified expenses. Budgeting in 
detail but earmarking whole 
including a number of non-ear- 
marked detail items, may be an accept- 
able working scheme. The management 
would be bound » live within the sec- 
tional allowances, but the detailed items 
i each section serve only as a guide. 


sections, 


eacn 


\ time limit is essential for every 
type of budget. The allowance expires 
with the budget period. Unused bal- 


ances should not be carried over to 
future periods unless explicitly granted 
for more than one period. Any balance 

ried over without authorization dis- 
torts all future plans. 


? > 


York Certified Public 


Accountant 


Cash and Accrual Bases 


Budgetary control necessitates a 
well-established accounting system. The 
accounts ought to correspond with the 
budget items. The financial transac- 
tions should be recorded in the books 
of the budget period to which they 
refer. 

In the past, and in many instances 
even today, public and philanthropic ad- 
ministrations keep their accounts on a 
cash basis. Current liabilities and re- 
ceivables for which cash has not yet 
been received or disbursed do not 
appear in their books of account. It is, 
therefore, impossible to see at a given 
moment how much of the budgetary al- 
lowances is already encumbered and 
how far the income estimates are ful- 
filled. 

\ basic condition of precise current 
budgetary control is therefore account- 
ing on an accrual basis. The accrual 
system is recommended, e.g., by the 
Greater New York Fund for its bene- 
ficiaries, and by the Committee on 
\ccounts and Records of the American 
Hospital Association for all American 
hospitals 

A modified system is sometimes used 
if part of an agency's income does not 
become certain until the actual cash 1s 
in the till, i.e., if its major revenue is 
derived from voluntary contributions. 
But even then an accrual based on a 
frequently reviewed and, 
revised estimate is preferable in 
ire budgetary control. 


necessary, 
order 


tO asst 


Operating Income 


Some types of agencies receive rev- 
enue for their services. When this in- 
come is planned to be in excess of the 
expenses, the agency becomes a profit- 
making organization, a “proprietary” 
institution. Such agencies are outside 
the scope of this paper. However, 
organizations which have operating in- 
come but plan for an operating loss are 
still voluntary welfare agencies. 
Prototypes of such agencies are vol- 
untary hospitals and homes for children, 


May 





unt- 
rual 
the 
enie- 
on 
ican 


ican 





The Budget as a Means of Executive Control in Voluntary Welfare Agencies 


aged or those handicapped by social or 
physical disabilities. These institutions 
cover part of their expenditures by 
charging fees for the care they provide 
for their inmates. The actual income 
depends on type and volume of the 
services of the institution and on the 
ability of the persons served to pay 
for their care, usually on the basis of 
certain rates. These rates in most 
cases. but not always are determined 
by the agency. Determinable rates may 
be only nominal amounts. If so, the 
budget calculation is fairly simple as it 
can be assumed that every client will 
pay the required fees. 

In most cases, however, a more than 
nominal rate or an entire rate schedule 
is established. Its definite ceiling is 
the amount which can reasonably be 
expected to be paid by a person who 
turns to a welfare agency for services. 
Nevertheless, this standard rate will 
litter trom the average rate actually 
received, as many clients will be unable 


to pay the full fee or may be unable to 
pay atall. Past experience, knowledge 


of the future need for agency’s services, 
and of the economic strata of the pros- 
pective clientele, serve as a guide for 
esiimating this income. 

\nother approach to the budget 
problem is necessary when the agency 
provides service facilities not only as 
ltare institution but also in competi- 
ion with proprietary institutions. This 
refers especially to hospitals with pri- 
and semi-private accommodations 
in addition to care in wards. The rates 
ior higher class accommodation or am- 
latory services rendered to people 

are able to pay at least more than 
the welfare standard rates, may be 












based on a profit or on self-support cal- 
culation. In these cases the agency is 
comparatively free when establish 

rates. They are determined primarily 
by cost and quality of the service offer- 
ed and by the fees usually charged by 
institutions in the same field of service. 


[lowever, these rates are also at times 
flexible and adjusted to the non-welfare 
clients’ ability to pay. Estimates of bed 


occupancy and achievable average rates 
are the components of the budget pro- 
vision for the expected income. Any 
profit made in the non-welfare classes 
reduces the financial responsibility of 
the welfare agency and serves obvious- 
ly, although indirectly, its philanthropic 
purpose. 

Service rates which are not deter- 
mined and not even controlled by the 
voluntary welfare institutions have be- 
come increasingly important for their 
service income. These rates are estab- 
lished by public welfare administra- 
tions. They are paid for services ren- 
dered to clients whose care is legally 
a public charge. These fees often do 
not cover the cost, and the services 
rendered by voluntary institutions to 
charges of public welfare departments 
are generally a special type of comple- 
mentary relief in kind. 

Insurance payments, especially of the 
hospitalization insurance associations, 
are another type of income, the amount 
of which is not determined by the wel- 
fare institutions, but by the insurance 
companies. 

The guess as to the development of 
these rates and the estimate of the re- 
spective number oi clients are the com- 
ponents of the budget estimate of this 
type of service income. 

Agencies may have capital funds, the 
income of which is applicable to current 
operations. The budget estimate ot 
such income depends on the kind of in- 
vestments held; whether it may he 
based on legally fixed rates (bonds, 
mortgages) or may be variable (stocks, 
real estate). It is here necessary to 
ascertain whether and to what extent 
the fund principal is expendable, and 
if it will be increased or reduced accord- 
ing to the stipulations of the endow- 
ment or because of new donations or 
bequests or by action of the agency’s 
board. 

All mass supported welfare agencies 
depend more or less on the outcome of 
fund-raising campaigns. The campaign 
proceeds should cover the deficit of 
expenditures aiter application of oper- 
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ating and fund income. When the 
campaign goal is not reached the insti- 
tution has to impair its fund capital 
or to incur debts, thus hypothecating 
either property or future campaign in 
come, 

Many agencies no longer conduct in- 
dividual campaigns, but participate in 
communal drives for a group of volun- 
tary welfare agencies (Community 
Chests, Federations of Charities, etc.) 
Consultation with the budget commit- 
tee of the joint fund-raising body will 
determine the agency’s share in the 
prospective campaign proceeds. This 
will be the net amount raised (after 
deduction of the cost of fund-raising, 
which usually does not concern the 
budgets of the beneficiary agencies ). 

When institutions make their own 
individual appeals to the public outside 
the joint campaigns, or without any 
other fund-raising device, the estimate 
of the proceeds is to be based on various 
considerations. Past experience is the 
principal source of information. How- 
ever, this is without value if and when 
the new campaign does not follow the 
same lines as previous drives. When 
any changes are planned their impact 
on the campaign results must be ap- 
praised. However, a close knowledge 
of the economic developments among 
the prospective givers is necessary. 
Changes in public sentiment toward 
the task undertaken by the agency must 
be taken into consideration. Political 
events and emergencies arising there- 
from, as well as drives in favor of other 
appeals, may further or impair the re- 
sults of the campaign. Last, but not 
least, even with all conditions unchang- 
ed, reductions in number of contribu- 
tors by death, by removal from the 
district, and by deterioration of per- 
sonal financial conditions account for an 
annual decline in contributions. Unless 
the fund raising is absorbed by an in- 
dependent campaign organization, it 
has to be planned through the budget. 

Some organizations satisfy them- 
selves with the publishing of posters 
and/or sending out an appeal letter 
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to their regular contributors or ©ther- 
wise determined individuals or or zani- 
zations. The cost of 
campaigns is easily estimated 
1 [ number of 
as the unit of 


such limited 


basis of the 
donors (or members ) 
calculation. 


prospe tive 


\ large number of agencies conduct 
a more thorough campaign. The, 
ganize, fund raising groups, call various 
meetings and have prospective con- 
tributors visited by special campaign 
workers. This type of appeal requires 
considerable outlay. Some institutions 
pay their fund-raising personnel on a 
commission basis, and in such cases the 
payroll is variable according t 
gross campaign income. This method, 
however, is considered — unethical. 
Therefore, the greater number or the 
large agencies pay straight salaries 
the campaign workers. Stationery and 
campaign literature and, in large or- 
ganizations rent, etc., for specia! cam- 
paign offices, are additional charges to 
the gross proceeds. All of these ex- 
penses must be planned so as to remat 
in acertain proportion to the total gross 
income expected. Otherwise, the cam- 
paign goal may be defeated even when 
the contribution income is satisfacto: 











Finally, there are professionel com- 
mercial agencies which conduct fund- 
raising campaigns on a contract /yasis 
on behalf of philanthropic institutions. 
These enterprises forecast fairly ac- 
curately the probable cost, thus furnish- 
ing the necessary information for the 
budget. 


Subsidies from Other Organizations 


Financial support from an organiza- 
tion other than a joint fund-raising 
agency is a subsidy unless it is paid 
as compensation for specific services 
rendered to individuals or groups of 
persons on whose behalf the paying 
agency is acting. An important seurce 
subsidies is the independent foundation 
for the support of philanthropic cul- 
tural, religious, or scientific projects. 
The beneficiary institutions are able 
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to include the exact amount of the sub- 
sidy in their budgets as soon as the 
subsidizmg agency has decided upon 
the subvention. 


Operating Expenses 

\s a rule no legal claim against the 
budgeting agency can be based on the 
budget alone. This holds true even 
when payments to a specified payee are 
provided for in the budget unless it is 
explicitly stated otherwise and the ben- 
‘ficiary advised accordingly. In_ the 
atter case the allowance becomes a 
commitment of the agency. 

When using the budgetary authori- 
zation the management must bear in 
mind the financial basis of the budget. 
Under a flexible budget. frequent and 
regular income statements help deter- 
mine the rate of expense (budget var- 
iation) for the coming period, while 
expenses allowed by fixed budgets may 
he fully incurred unless unforeseen 
events impair the expected income so 
heavily that they make necessary a 
budget revision. Some organizations 
think it feasible to base their budgets 
m “campaign goals” even if they were 
not vet achieved in the past, without 
calculating flexible expense rates. Such 
budgets are more or less wishful think- 
ing and cannot be taken as a guide for 


the conduct of the agency’s affairs. 


é 
] 
I 





Fixed and Semi-Variable Expenses 


Many agencies have to meet long- 
term or permanent obligations. These 


expenses have the character of fixed 


charges which recur for a series of 
budget periods. They are not confined 
to certain activities of the agency, and 
av be scattered all over the budget. 
Completely fixed expenses are easily 
recognized as such. Semi-variable ex- 
penses, however, necessitate a more 
or less thorough analysis so that the 
fixed components can be ascertained. 
Provision for fixed charges and for the 
fixed components of semi-variable ex- 
penses is, of course, not at the discretion 
| the agency. They have the first 
claim on the funds available for the 
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agency's operations. Only amounts re- 
maining after they have been paid can 
be allocated to the activities, the ex- 
pense for which is variable according 
to the volume of services planned by 
the budgeting body. 

The main categories of fixed or part- 
ly fixed expenses are: 

a) legally fixed expenses, i.e., ex- 
penses mandatory by law or con- 
tract regardless of volume and 
financial result of the agency’s 
operations ; 
practically fixed expenses, i.e., 
for operations for maintaining 
the facilities for rendering the 
agency’s service regardless of 
volume ; 
¢) expenses with a fixed minimum 

(semi-variable expenses),  1.e., 
expenses variable to some extent, 
but which cannot be lowered 
below a definite minimum with- 
out severely impairing the agen- 
cy’s ability to continue its func- 
tions. 


b) 


The legally fixed expenditures can be 
ascertained for the budget from con- 
tracts, indentures, insurance policies, 
and other legal documents. 

There is no strict borderline between 
practically fixed and semi-variable ex- 
penses. All agencies must retain a 
certain skeleton staff and custodial in- 
stitutions must maintain their plants. 
in addition to personnel, regardless of 
how far their volume of service may 
have shrunk. The agency ceases to 
exist when it disposes of its plants and 
dismisses the last professional worker. 
The payroll of the key professional 
workers and some of their clerical and 
maintenance staff is therefore to be con- 
sidered practically fixed. 


Expenses Determinable by Units of 
Service—Variable Expenses 
Very few expenditures are complete- 
ly variable in line with the number of 
units of service rendered to clients. The 
variable items belong mostly to the 
group of direct benefits. Cash relief 
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and payments for boarding-out care 
foster homes for children, boarding 
homes for aged people) are the out- 
standing examples of expenses which 
fluctuate according to the number of 
persons under care. 

Other important direct benefits, such 
is food and clothing are more nearly 
semi-variable charges. It does not 
matter whether such relief is distribut- 
ed for consumption in the beneficiaries’ 
nwn homes, or is consumed in an insti- 
tution. Purchases for the stock room 
will be made (even when the agency 
carries a very low case load) in order to 
profit by favorable market conditions 
ind to remain well-equipped for periods 
f higher demand. In addition, almost 
ill custodial institutions offer board 
and lodging at least to part of their 
staff personnel, who must be fed and 
housed even in time of temporary re- 
duction to a minimum of active serv- 
ices. Purchases of other supplies for 
institutional care (such as medical sup- 
plies, educational supplies, utensils, 
workshop tools, etc.) can be reduced 
to a minimum, but not completely elim- 
nated if the institution’s facilities are 
to be preserved in working condition. 


Subsidies to Other Agencies 


Subsidies are mostly variable ex- 
penses. In budgeting, the first step is 

ascertain which activities of the bene- 
ficiarv are to be subsidized (according 
to the scope of the financing agency ) 
and what is needed. The agreements 
between subsidizing and subsdized or- 
ganizations, if there are any, or the 
former's constitution, by-laws, and 
usage furnish the necessarv information 
as to scope. The financial needs of the 
affiliate are shown by its complete bud- 
get. It should include all items of ex- 
pense and income whether they are 
related or non-related to the purpose 
of the subsidy. That is necessary be- 
cause the financing agency has no 
method of intelligently understanding 
and analyzing correctly the affiliate’s 
budget, unless it knows how the items 
of expenses are determined and how 
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the general overhead is distributed 
among subsidized and _ independent 
operations. 

The relation between financing and 
subsidized agencies varies considerably. 
There are, however, three major t 
differentiated according to the de 
of independence of the beneficiaries : 





IQ 


a) beneficiaries under expense con- 
trol; 

b) beneficiaries under 
supervision; and 


budgetary 


c) entirely independent beneficiaries 

The operations of beneficiaries under 
expense control are under central! di- 
rection and supervision of the finan 
ing agency. This category incl 
among others, local committees 
tional and international organization: 
women’s auxiliaries, special service 
affiliates of custodial institutions. The 
atfiliates must strictly follow their bud- 
get as it is approved by the subsidizing 
agency. 

Central and joint fund-raising organ- 
izations for the most part exercise 
budgetary supervision, but not current 
expense control over their beneficiaries. 
They often pass on the budgets 07 all 
affiliates, adjust and coordinate then 
within the framework of their own 
budget, and decide upon amount and 
purpose of their allowance. The hene- 
ficiaries are, of course, informed wheth- 
er and how their budgets are approved 
or adjusted before their allowance is 
calculated, but they must not necessar- 
ily follow such changes. They are. 
however, hound to use the allocation 
only for the purposes outlined by the 
central financing organization. 

Finally, agencies which contribute t 
entirely independent beneficiaries have 
merely the right to be informed on the 
beneficiaries’ budgets. They are not 
entitled to approve, change or di 
approve them. Their alternative is to 
grant or to refuse a subsidy or to ear- 
mark for specified purposes. 

















Cooperative Projects 
In special cases, when the task to be 
performed is too great to be under- 
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taken by a single agency, a number of 
welfare organizations may join in co- 
perative projects. A major example 
has been the handling of international 
refugee aid during the last pre-war 
vears. There were various types of 
cooperation by several internationally 
operating migration societies, between 
foreign and domestic aid organizations 
in the countries of distress themselves, 
by colonization and financing agencies 
in immigration countries. The budget- 
ing procedure is the same as that used 
for a single agency when the coopera- 
tive project is regarded as an entity 
in itself. If possible, the cost of ser- 
vices rendered for the project should 
be segregated from the budgets of its 
partners. These expenses should he in- 
cluded in a separate budget of the 
entire project. 


Capital and Cash Budget— 
Plant and Equipment 

The question of whether expense for 
plant and equipment has to be planned 
and covered through the operating or 
through the capital budget is just an- 
other aspect of the general accounting 
problem of determining whether such 
an expense should be a revenue or a 
capital charge. It can be said that the 
rules developed for the solution of the 
latter problem are, by and large, appli- 
cable to the classification of these out- 
lays in a welfare agency’s budget. Re- 
pairs necessitated by usual wear and 
tear and maintenance work designed to 
keep plant and equipment in a working 
condition are charges on the operating 
budget. 

On the other hand, complete replace- 
ments of larger units of equipment or 
additional building constructions do not 
only serve to maintain the plant, but 
rather to improve it above the quality 
level of its age and its original con- 
struction. Such improvements may 
even change the character of the in- 
stitution. This kind of work is outside 
the scope of year-to-year operations. 
It is really a renewal of the agency’s 
facilities. The finances for such im- 
provements should be secured from 
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special renewal funds or drives, unless 
there are endowment or expendable 
funds for such purposes already exist- 
ent. However, while many welfare 
institutions carry building funds for 
later vears’ new construction of com- 
plete building units, the provision for 
other and smaller kinds of renewals is 
often charged to the operating budgets. 
This explains partly the embarassing 
problem of the custodial institutions’ 
inaintenance budgets which steadily in- 
crease with the growing age of plants. 


Funds and Investments 


Agencies which have been able to 
accumulate funds out of excess income 
or special donations have to plan for 
their investments. The purpose of this 
planning is threefold: 

a) Switching the securities held in 
order to achieve the most favor- 
able investment without impair- 
ing fund capital or using fund 
income. 

Application of endowment fund 
income as well as funds and their 
earnings according to the desig- 
nations (endowment provisions, 
resolutions of the agency's board, 
etc.) if the agency is not allowed 
to use them at its own discretion. 


b 


c) Use of excess income, fund in- 
come and fund principal insofar as 
the agency is at liberty to use 
them without restrictions. These 
moneys may play an important 
role in financing operations for 
which no other revenue is avail- 
able or in tiding over cash needs 
if the agency’s other income fluc- 
tuates considerably during the 
budget period. 


Financing Cash Needs 

This leads to the financial transac- 
tions which may be essential for the 
continuance of an agency’s activities, 
but which are very seldom, if at all, 
planned for and incorporated in a 
budget ; it is the management of cover- 
ing,the needs for actual cash. 

When revenue and expenditures are 
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at least equalized and flow in a parallel 
stream, no problem arises. The current 
xpenditure will then be covered by the 
incoming cash. The situation, how- 
ever, becomes more complicated when 
receipts and disbursements fluctuate in 
different degrees and periods. If the 
agency's own funds are sufficient and 
their temporary use for purposes of the 
operating budget is not contrary to fund 
designations, internal loans may solve 
these cash problems. But in many in- 
stances this way is barred. The agencies 
have to borrow from outside sources. 
Whether long or short term loans are 
necessary depends on the kind of ex- 
penditure for which cash is needed. If 
only short periods of scarcity of cash 
need to be bridged, receipt and repay- 
ment of the necessary short-term loans 
are clearly outside the functional opera- 
tions, do not reflect in the operating 
budget, and concern only the capital 
budget. 

If, however, many years’ revenue is 
needed to cover the expense for one 
vear's project, long-term loans must be 
contracted. Their liquidation mirrors 
the spreading of a functional expense 
over a period of vears and may be 
included in the operating budgets of a 
eries of years. 

This very basic outline of the prob- 
lems of the welfare agency's budget 
and of its importance as a means of 
executive control lead to the conclu- 
sion that welfare work is no longer 
volunteer, leisure time philanthropy, 
but high developed scientific social serv- 
ice. During the last years hundreds of 
millions of dollars have been contrib- 
uted annually by Americans to philan- 
thropic centers. The money spent for 
voluntary welfare work compares with 
hig business. Philanthropy should 
more and more use the methods of fi- 
nancial planning and control compara- 
ble to those employed in business. It 
is possible to approach these problems 
in the necessary businesslike way, but 
it is by far not always done in practice. 
It is an important task for the account- 
ing profession to assist and guide or- 

ganized social work in the further 
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development of its budgeting and ac- 
counting methods. 


Addendum 


An important issue was discussed 
following the reading of this paper. It 
is the question of whether the inde- 
pendent public accountant who serves 
a voluntary welfare agency should be 
at all concerned with the agency's 
budget. or whether he should consider 
his assignment to be restricted to the 
audit of actual operations and, if nec- 
essary, of the balance sheet. 

In the writer’s opinion, the field of 
scientific budgeting for voluntary wel- 
fare agencies is not vet sufficiently de- 
veloped to warrant a final answer. Too 
many agencies consider the budget as 
an inexact program device designed 
principally to improve their public rela- 
tions, rather than as a refined tool « 
control and management. lleom 
less, the auditor when accepting his as- 
signment should ascertain whether the 
agency is operated on a budget basis 
and, if so, whether the agency’s board 
expects him to check into the proper 
application of income and expense 
items against the budgetary estimates 
and allowances. A comparative tabula- 
tion of the actual experience figures 
alongside of the corresponding budget 
items in the operating statement is rec- 
ommended if and when a really scien- 
tific budget has been adopted by the 
agency. The problem of whether it 1s 
the public accountant’s task to help set 
up the agency's budget is a completely 
different matter. In most cases this 
will be impossible, due to his lack of 
the very special knowledge of all the 
social aspects which are ‘required for 
intelligent welfare budgeting, a knowl- 
edge which cannot generally be ex- 
pected of the public practitioner. How- 
ever, there may be cases where public 
accountants are so experi¢nced in this 
field that they are called in as consult- 
ants by welfare agencies as much as 
business management may look for ad- 
vice in business (non-accounting ) mat- 
ters from specially trained and experi- 
enced public accountants. 


May 
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By EMANUEL SAXE, C.P.A. 


Fixed Asset Valuation in the 
Balance Sheet 


Once again the problem of the proper 
valuation of fixed assets in a balance 
sheet comes to the forefront for con- 
sideration. F. Sewell Bray, F.S.A.A., 
F.C.A., presents some interesting com- 
ments upon certain theoretical aspects 
of the subject in the March, 1946, 
issue of Accountancy, the Journal of 
Incorporated Accountants. 

Accountants seem to agree that fixed 
assets are best carried in the accounts 
and presented in the statements at 
cost, for two reasons. First, cost is 
the only objectively dependable figure 
available with which to record the 
transaction. Second, at the time that 
the fixed asset is purchased, its cost 
accurately reflects the market situation 
in which the transaction was consum- 
mated. The accountant continues to 
carry the fixed assets at cost because 
he regards it as a delaved consump- 
tion good (i.e., a prepayment), which 
will be ultimately consumed in the 
periodic process of matching total costs 
with total revenues, in order to arrive 
at the profit earned in any particular 
period. 

The economist, who regards a fixed 
asset as a production good, appears to 
be troubled by the accountant’s ac- 
count-keeping in terms of costs which 
are merely historical, and which do not 
reflect value in exchange when carried 
on to subsequent balance sheets. He 
alleges that the accountant’s procedure 
merely results in the recapture of the 
original outlay and that it does not 
accomplish the essential objective of 
the maintenance of real capital to pro- 
voke a continuous stream of useful 
goods and services (i.e., income). In 
other words, it would seem that the 
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econonust regards a depreciation policy 
as proper if it would result in charges 
that would be sufficient in the aggregate 
to provide for the replacement of the 
depreciating property. 

There is one point at which the con- 
ception of both economists and account- 
ants would seem to coincide, and it 
may be here that we may find 
the solution of the apparent diver- 
gence in viewpoint. Both groups would 
agree that at the time of purchase, the 
entry should be made in terms of cost, 
since it generally expresses value at the 
date of acquisition. If, at subsequent 
statement dates, accountants could 
append to the fixed asset cost figures 
some supplementary vatuations which 
would meet the objections of the econo- 
mists, the difficulty might be resolved. 

Mr. Bray proposes that since current 
values in exchange at least imply a 
rough approximation of what the 
economists desire, the answer might be 
obtained by stating a supplementary 
valuation of fixed assets which would 
be arrived at “by adjusting the ‘original 
cost figure in terms of a fraction con- 
stituted by the index of the general 
price level at the date of the balance 
sheet, and the same index at the date 
of acquisition”. The author admits im- 
perfection in this proposal, but submits 
it as a step forward in the solution of 
the problem. 


Trends in Accounting 


An authoritative discussion of the 
foregoing topic is presented by William 
W. Werntz, Chief Accountant of the 
Securities and Exchange Commission, 
in the Technical Papers of the Twen- 
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tieth Annual Michigan Accounting 
Conference (Bureau of Business Re- 
search. University of Michigan, Mich- 
igan Business Papers, No. 17, Ann 
Arbor; 1946). 

One of the topics considered is the 
preliminary report on the study by the 
Securities and Exchange Commission 
i why particular items were included 
in or excluded from the income state- 
ment. Financial statements for 164 
representative listed companies in 53 
industry groups for the years 1939 
through 1943 were examined. 

Mr. Werntz concluded from his 
study that no accounting criteria exist 
as to when an item may be excluded 
from the income statement and included 
surplus account. No rationale 

pears to exist which could explain 
the inconsistent treatment either within 
companies or between companies. 
Neither the size of the item involved, 
nor its nature, nor the identity of the 

rtifving firm of accountants will serve 


1 
the 


to produce a consistent explanation of 
the practices followed. It is the au- 
thor’s opinior? that “the practice in this 
field is so inconsistent and so devoid 
of any unifying principle, as to be 
readily susceptible of misuse and mis- 
understanding, to the very probably de- 
triment of investors not expert in 
accounting matters’’. 

This investigation has since been ex- 
tended to include the year 1944, and we 
hope to publish an article presenting 
\Ir. Werntz’ final report on the study 
in THE New York CertTIFIED PuBLIc 
ACCOUNTANT, very shortly. 

\nother topic in this paper dealt with 
the “Treatment of Postwar Charges 
and Credits Related to War-time Oper- 
ations”. Mr. Werntz’ recommenda- 
tions in this direction are substantially 
those adopted in the recent amendment 
to regulation S-X, which was reprinted 
in our April, 1946, issue. 


Distribution Costs in the 
Postwar Period 


Accountants will generally concede 


that the development of cost accounting 
in the field of production has run tar 
ahead of cost accounting progress in 
the field of distribution. Nevertheless, 
approximately fifty-nine cents of the 
sales dollar is expended on distribution 
services, while only forty-one cents 
represents production costs. The chal- 
lenge to the development of further 
progress in controlling distribution 
costs that is inherent in these figures is 
immediately apparent. 

Mr. Paul W. Atwood has developed 
this thesis in an interesting and timels 
article appearing in the March, 1946, 
issue of THe CONTROLLER. He points 
out that now is the time for progressive 
executives to engage in marketing and 
distribution research in order to reduce 
costs, provide goods at lower prices to 
customers and, at the same time, pro- 
duce satisfactory profits. He cautions 
however, that cost control rather than 
cost reduction is the important thing to 
bear in mind. In other words, accurate 
knowledge of distribution costs and 
their evaluation in terms of their long 
time objectives and results should be 
obtained. Mr. Atwood admits that 
there is no magic answer or formula 
to improve distribution operations and 
reduce costs that will be equally applic- 
able to all companies or even to all 
companies within the same industry, 
for the reason that every company pos- 
sesses particular characteristics and 
peculiarities as well as differences in 
background and method of operation. 
However, he suggests that certain basic 
fundamentals may well be applied to all 
companies and should be studied in the 
proper approach to the problem. These 
are listed and discussed at length in the 
article. 


Mr. Atwood stresses, above all, that 
the answer to improved distribution 
operations can be arrived at only bv 
hard work, study and analysis. Here is 
a field where any trained cost account- 
ant may furnish services that will pay 
real dividends to his client. 


May 
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Standard Costs 


For many businesses, the end of the 
war meant the loss of the United States 
as a principal customer, with the corre- 
sponding need for re-entry into the 
highly competitive market place of com- 
merce. As a result, progressive man- 
agement As faced with the necessity of 
carefully computing and controlling 
product costs and, in that connection, 
the subject of Standard Costs once 
again assumed vital importance. 

No longer will there be governmental 
insistence upon actual job or contract 
costs, nor will the lack of personnel ade- 
quately trained to plan, install and oper- 
ate a standard cost system continue to 

The entire April 1, 1946, issue of the 
N.A.C.A. Bulletin is devoted exclusive- 
ly to a consideration of the subject of 
Standard Costs. Four excellent ar- 
icles by men highly experienced in the 
held, point out and discuss what they 
really are, their advantages and their 
limitations. Such topics as the kinds 

standards utilized; the methods of 
setting and maintaining them; the 
var ri us procedures involved in stand- 

ost accounting ; the types of vari- 
ances from standard measured, and 
their disposition; the “by-product” 
uses which may be made of the data ;— 
all receive detailed and expert consid- 
ration at the hands of the several 
authors. 

Their papers are entitled, “Standard 
Costs and Their Relation to Cost Con- 
trol”, by W. Wesley Miller; “The Re- 
lationship between Standard and Actual 
Costs”, by Cyril F. Gamber ; “Develop- 
ment and Maintenance of Standards”, 
by Maurice W. White; and “Useful 
By-Products of a Standard Cost Rou- 
tine’, by Maitland A. Smith. 






Municipal Cost Accounting Control 


“Can cost accounting principles be 
applied to the same advantage of a 
municipality or other governmental 
unit which this accounting instrumen- 
tality is employed to control the busi- 
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ness operations of the private enter- 
prise?” This interesting question was 
raised by A. Winston Sykes, Budgeting 
Statistician of the City of Norfolk, Va., 
in a paper appearing in the March 15, 
1946, N.A.C.A. Bulletin. 

Not only does Mr. Sykes answer this 
query in the affirmative, but he em- 
phasizes the point that cost accounting 
methods eae be present in the general 
system of municipal accounting if com- 
plete financial control is to be main- 
tained intelligently and efficiently over 
governmental affairs. 

As the author views it, financial con- 
trol in a municipality involves planning, 
budgeting, controlling, accounting, and 
reporting on the resources of the mu- 
singe ed and the expenditures there- 

‘om for governmental operations. The 
ib is the usual means of imple- 
menting the planning, while control 1s 
achieved principally by restricting all 
expenditures to the amounts appropri- 
ated in the budget. 

Municipal accounting, a form of 
governmental accounting, is generally 
regarded as a species of fund account- 
ing since a separate accounting entity, 
denominated a fund, is created in con- 
nection with the performance of certain 
activities and functions of the govern- 
mental body. Inasmuch as each fund 
is a distinct financial entity, a separate 
set of general ledger accounts should 
be maintained for it. 

The specific applications of cost ac- 
counting for municipal fiscal control 
which Mr. Sykes advocates relate to 
the accumulation of cost data in con- 
nection with: 

1. The operation of working capi- 

tal funds. 

2. The construction of capital im- 
provements. 

The determination of the cost of 

special assessment projects as a 

basis for the division of their cost 

between the municipality and the 

benefiting property owners. 

4. The assembling of costs incurred 
in the operation of municipal in- 
stitutions. 


ws) 
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5. The operation of municipal utili- 
ties 
6. The establishment of unit cost 


standards for certain public ser- 
ices as a measure of the efficiency 
of performance, as well as to aid 
in the preparation of current 
budgets. 
The body of the article is devoted to 
an extended consideration of the possi- 
bilities in these areas. 

Mr. Sykes believes that cost account- 
ing technique is applicable to municipal 
financial control with as much flexi- 
bility as exists for its use in private 
Indeed, he contends that it 
so utilized to achieve intelli- 
preparation of sound budgets as 
well as proper financial administration 
in municipalities. 


must be 
gent 


Cost Control 

\ continuation of price control nec- 
essarily results in greater pressure upon 
management to hold down production 
costs. Strict control, therefore, 
hecomes a mandatory order of business, 
particularly in companies where 
the impact of non-competitive war-time 
production policies has resulted in the 
relaxation of modern methods of regu- 
lating costs 

Remington Rand, Inc., has reprinted 
and is distributing an article entitled, 

Jack to Work for Cost Control’, 
which appeared originally in the Sep- 
tember 15, 1945, Modern In- 
dustry. 

It contains two excellent 
lating check lists, one dealing with the 
cost control system and the other with 
the inter-relation of all departments 
cooperating to achieve cost control. 

The few minutes spent in studying 
these provocative check-charts will 
amply repay the with many 
worthwhile ideas. 


COST 
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Accounting Aspects of 
The New York Stock Exchange’s 
Listing Agreement 
‘he current form of the New York 
Stock Excl listing agreement, 


lange s 


772 


cla 


York Certified Public 


Accountant 


which was enclosed with a recent re- 
lease by its Department of Stock 
contains the following section (I1) 
which undoubtedly will be of interest 
to the accounting profession : 


“1, The Corporation will publish at 
least once in each year and submit to its 
stockholders at least fifteen days in ad 
vance of the annual meeting 
stockholders and not later than th 
months after the close of the last preced- 
ing fiscal year of the Corporat ion 
Balance Sheet as of the end of such fis 
year, and Surplus and Income State- 
ment for such fiscal year of the (¢ 
ration as a separate corporate entity 
of each corporation in which it holds 
directly or indirectly a majority of the 
equity stock; or, in lieu thereof, elimin- 
ating all intercompany transactions. a 
Consolidated Balance Sheet of the ( 
poration and its subsidiaries as of 
end of its last previous fiscal year, and 
a Consolidated Surplus Statement and 
Consolidated Income Statement ot 
Corporation and its subsidiaries for such 
fiscal year. If any such consolidated 
statement shall exclude 


of su 


corporations a 
majority of whose equity stock is owned 
directly or indirectly by the Corporation : 
(a) the caption of, or a note to, such 
statement will show the degree oi con- 
solidation; (b) the Consolidated Income 
Account will reflect, either in a footn« te 
or otherwise, the parent company’s pr 
portion of the sum of, or difference be- 
tween, Current Earnings or Losses and 
the dividends of such unconsolidated sub- 
sidiaries for the period of the report; 
and (c) the Consolidated Balance Sheet 
will reflect, either in a footnote or other- 
wise, the extent to which the equity of 
the parent company in such subsidiaries 
has been increased or diminished since 
the date of acquisition as a result ot 
profits, losses and distributions. 





Appropriate reserves, in accord- 
ance with good accounting practict 
will be made against profits arising 
out of all transactions with uncon 
solidated subsidiaries in either par- 


ent company statements or consoli 
dated statements. 
Such statements will reflect the 


existence of any default in interest 
cumulative dividend requirements, 
sinking fund or redemption fund re- 
quirements of the Corporation and 
ot any controlled corporation, 
whether consolidated or unconsoli- 
dated. 
2. All 
in annual 
to its 


statements containe: 
Corporation 


audited by 


financial 
- ports of the 
stoc k ho iIders shall be 














tions is reflected in a new 
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independent public accountants qualified 
under the laws of some state or country 


and shall be accompanied by a copy ot 


the certificate made by them with respect 
to their audit of such statements showing 


the scope of such audit and the qualifica- 

tions, if any, with respect thereto. 
3. All financial statement 

in annual reports of the 





its stockholders shall be 1 thie Salil 
‘ ] +1 + + + . * 
m respectively, as the stat ents con 


tained in the listing application im con 





nection with which these Agreements are 
nade, and shall disclose a1 ubstantial 
item of an unusual or non-recurrent na- 
ure 
4. The Corporation will publish such 
riodical interim statements earn 
vs as it shall agree upot th the New 
York Stock Exchange. Such interim 
itements of earnings will show net 
profits on the basis of the same degree of 
consolidation as in the annual report and 
iter Depreciation, Depletion, Normal 


Income Taxes and Interest, estimating 


the proportionate amount of these items 


as accurately as may be not finally 
determined, and will disclose any sub- 
stantial item of an unusual or non- 


recurrent nature. 


5. The Corporation will not 


nor will it permit any subsidi 


} 
Make, 
dit CC tly 


mak 
HIanKC, 


or indirectly controlled by it to 
ny substantial charges against capital 


Say 
Exchange. 


surplus, without notifying th 
If so requested by the Exc 
Corporation will submit such cl 
stockholders for approval or ratification. 

6. The Corporation will not make any 
substantial change, nor will it permit 
any subsidiary directly or indirectly con- 
trolled by it to make any substantial 
change in accounting ethods, or in 
policies as to depreciation and depletion, 
or in bases of valuation of 
other assets, without notifying the Ex 
change and disclosing the effect of any 
such change in its next succeeding in 
terim and annual report to its stock- 


a ee 
Orme 





ventories or 








Developing Supervisory Skill 
In Human Relations 
The increased emphasis on the hu- 
nan factor in modern industrial rela- 
report, 


“Training Supervisors in Human Re- 


ations,” which has just been issued by 
Bureau of 


the Metropolitan Life Insurance Com- 


the Policvholders Se rvice 


pany. 
The study, which is designed to assist 
business organizations developing 
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supervisory skill in human relations, 1s 
based on the practices of 39 companies 
which have developed training pro- 
grams and on the points of view of 
specialists in this field. 

Pointing out that no matter how 
technically proficient they may be, 
supervisors or foremen are doing only 
half their job if they haven't developed 
a skill in human relations, the report 
emphasizes the fundamental principle 
that supervisors must 
“know-how” in working with people. 

There are outlined the initial steps in 
formulating a training program—se- 
lecting the training personnel, defining 
their duties, and setting up training 
In addition to reviewing these 
steps, the report offers an analysis of 
types of course given, their rela- 
tionship to other forms of training, the 
duration of the program and certain 
techniques of the procedure. 

It is explained that although it is 
difficult to evaluate the skill of super- 
visors in handling human relations mat- 
ters, the final measurement of this skill 
would be the long-term effect on pro- 
duction and on employee morale. In 
this connection, human relations is de- 
scribed in the report as “the art of deal- 
ing with people in such a manner that 
they will want to conduct themselves 
in a desired fashion.” 

Appended to the report are a train- 
ing program proposal, a training out- 
line, and a case study used in a con- 
ference. 

A limited supply of the report 1s 
available for executives. Requests 
should be addressed to the Policyhold- 
ers Service Bureau, Metropolitan Life 
Insurance Company, One Madison 


\venue, New York 10, N. Y. 


possess the 


pt licies. 
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Standard Bank Confirmation 
Forms 


The National Association of Bank 
Auditors and Controllers is once again 
inviting the cooperation of all public 
accountants in the matter of resuming 
the use of the standard bank confirma- 
tion form, which was jointly developed 
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a number of years ago by their associa- 
tion and the American Institute of 
Account ants. 

Use of this standard form will 
rially help the banks keep the work in 
volved in replyin; 
a minimum and 
ce ipt of the reply. 

Che form, which is not copyrighted, 
may be purchased through the Ameri- 
an Institute of Accountants or re- 
yrinted privately. 


g to these requests at 
F 
t 


hus expedite the re- 


Powers of Appointment 


Members of the Society are reminded 
t June 30th, 1946, 1s the last day of 
» period of extension within which 
a taxpayer may release or exercise by 
deed, tax-free (that is, without t liabilit ; 
rr gift or estate tax), certain powers 
tO apy] yoint iy which were created 
on or before October 21, 1942. How- 
ever, if, on ( Yetol er 21, thea the holder 


of the power of appointment was sub 
ject to a legal disability, he has six 
months a mm the date of termination of 
such legal disability within which to 


make such a tax free release or exercise 
thereof. 
Microphotography 

\n interesting study in the field of 
microphotography, prepared by Ed- 
ward [. Anfindsen, C.P.A., appeared in 
il, 1946, issue of the Journal of 
The author 
lacents . r 
l ications of 

ee 1 : : +1 " . r 
microphotography to the problems of 


= 7 ie 
accountants and their clients. 


discusses 





principal ap 


public 
I . ; . ° ° 
In it, for example, the author indicates 


the applicability of the microfilming 


process to the transmission of informa- 


tion contained in books and records lo- 
cated at a branch or foreign office, as 
well as to the problem of storage of 
old records, working papers, and re- 


ports. The presentation also includes 


‘ 


a discussion of the types of cameras 
used for microfilming and other allied 
subjects. 

It would seem that much progress 
has been made in the application of 
microphotography to the solution of 
>~ . 
21 


Certified Public 


elecountant 


some business and accounting prob- 
lems, and the study of this article is 
recommended to all practitioners. 


Disclosure of Federal Income Taxes 
Due By Principals On Reports On 
Examination of Partnerships Or 
Single Proprietorships 


The subjoined Question and Com- 
ment thereon recently appeared in the 
February, 1946, issue of the News 
Bulletin of the Massachusetts Society 
of C.P.A.’s, Inc. Our members are 
invited to submit their reactions there- 


t 


LU. 


‘ ( Juestt } : 





In ase of partnerships and pro- 
prictor s, is not the time-worn doc 
trine of neglecting to show Federal 


income taxes of the principals somewhat 
outmoded now that taxes on individua 
incomes is such a large factor? 


“Comment: 

Inquiry indicates that many account- 
ants reflect Federal income taxes in their 
reports on examinations of partnerships 
or proprietorships by one of the following 
methods : 

1. Showing the amount as a separate 

item on the statement of imcom«¢ 

and balance sheet. 

2. Showing the amount withdrawn 
for taxes as a separate item in the 
statement of the partnership's or 
proprietorship’s capital. 


~) 


o) 


3. As a footnote to the financial state- 
ments or as a comment in the text. 


The amount of taxable income on the 
partnership's or proprietorship’s individ- 
ual tax return may be materially differ- 
ent than the amount of the partners’ or 
proprietor’s profit from the particular 
business examined by the accountant be- 
cause of interests in other businesses 
which are not examined by the account- 
ant. For this reason, it seems that a 
footnote or a comment in the report 
(Item 3 above) should be the recom- 
mended method of disclosure. 

The financial position of a partner or 
a proprietor may be unknown to the 
accountant and in some cases the finan- 
cial strength of an individual would 
permit the individual to pay any tax 
liability from his outside resources with- 
out withdrawing funds f from the business. 
This is a strong reason for advocating 
the use of the third method.” 


May 





roh- 


IX€S 


mo 


ao 








CORRESPONDENCE | 











Editor, The New York Certified 
Public Accountant: 

In the March, 1946, issue of the New 
York Certified Public Accountant there 
is an article on the Managing Agent’s 
Monthly Report which raises some 
points that I believe can be taken care 
of by more exact methods than those 
given in the article. 

There does not seem to be any valid 
reason for the Managing Agent having 
more than one or two active hank ac- 
counts. All receipts should be deposited 
in these accounts without regard as to 
the source of the income. In the cash 
receipts book the credit should go to a 
building account column for all rent- 
al income received. This building ac- 
count will be similar in nature to a 
controlling account such as accounts 
receivable or accounts payable. The 
total of this rental income in the build- 
ing account column will be posted at the 
end of the month to the building con- 
trolling account in the general ledger. 
Individual postings for each item in the 
building account column will be posted 
to the appropriate individual building 
accounts in a subsidiary ledger. In ad- 
dition, another posting will be made at 
this time to the cash received column 
of the monthly statement being pre- 
pared for each building. 

The cash receipts book should also 
have credit columns for general ledger 
items, exchanges, and an accounts re- 
ceivable control account. The accounts 
receivable account column will be cred- 
ited with the receipts from invoices 
which were originally charged out 
through a sales and service register for 
such items as insurance, broker’s fees 
and management fees. Individual post- 
ings will be made from entries in this 
column to the accounts receivable ledg- 
er. The debit entries in the accounts 
receivable ledger will, of course, be 
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from entries originating in the sales 
and service register. 

In the cash disbursements book there 
should be a debit column for the build- 
ing account control in addition to any 
other columns that the agent may feel 
that he needs. Into this building ac- 
count column will go all payments made 
for the account of any building as well 
as any payments made to the owner 
of the property. The subsidiary post- 
ing will be to the building accounts 
ledger and to the monthly statements 
in the same fashion that the rental in- 
come was handled. 

There is no need for the managing 
agent to do more than just list the 
various items of expense for each build- 
ing on the monthly statement. The 
owner receives either the original or 
a copy of each paid invoice and should 
be free to make his own classification 
of disbursements. It is the agent’s duty, 
however, to make certain that each in- 
voice clearly states what the expendi- 
ture was for and, also, to make any 
necessary notations which may aid the 
owner’s analysis. This would include 
such notations as the estimated life of 
capital improvements or equipment pur- 
chased. 

In the method explained above it is 
possible to have a complete control of 
receipts and disbursements. The balance 
of the building account in the general 
ledger after summary postings from 
the cash books should equal the total 
of all the balances in the building ac- 
counts subsidiary ledger, and also on 
the owner’s monthly statements. There 
will be balances in the control accounts 
and in the subsidiary accounts only if 
payments to owners are held over for 
more than a month. Otherwise, all 
balances will be zero. This method has 
the further advantage of being adapt- 
able to machine methods of accounting. 
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The payment of the various payroll 
taxes represents a special problem when 
any of the buildmgs are owned by a 
corporation. In those cases the owner 
must either submit a list of officers’ sal- 
aries and withholding taxes to the 
agent so that they can be included in 
the various payroll taxes, or else the 
agent must submit a list of employees 
wages and withholding taxes to the 
owner for inclusion in the payroll tax 
returns filed by the corporation. 

Hotels, particularly those that han- 
dle a transient trade, represent a serv- 
ice business rather than a parcel of im 
proved real estate. Tach hotel should 
have its own complete accounting sys 
tem and internal control system. This 
would also include its own checking a 
count. It should be audited periodical 
ly by an independent certified public 
accountant who will submit statement 
to both the owner and the agent. 


Very truly yours, 


Hyman Sorer, C.P.A. 


Rejoinder by Mr. Campbell 


The writer’s opinions are not en 
tirely in disagreement with the author’s 
ideas as outlined in the original article 
except that he has outlined in more de- 
tail the accounting procedures neces- 
sary to keep the records in accordance 
with one of the methods mentioned 
the original article. This was the al- 
ternative or second method mentioned 
whereby the funds of several different 
property owners were merged in one 


bank acount. As was stated in the 


article, this question may be one of 
policv of the managing agent or may 
be a necessity thrust upon him by the 
instructions of the owner, as certain 
owners instruct the agent as to what 
bank is to be used for his funds and 
even as to the exact title to stvle the 
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dividual owner. It is mv belief, that 
is the best policy for many reasons 
to have the owner designate the bank 
and to keep his funds in a separate 
account in the bank of his preference 
and designation. In no event should 
funds of the owners be kept in same 
hank account or in the same books of 
record as the agents. 
The other difference of opinion is 
juestion of the amount of informa- 
tion that the managing agent should 
present to the owner in connection with 
the disbursements made in connection 
with the operation of the premises. 
True, as the writer states, there may 
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“Proceedings of New York Univer- 
sity Fourth Annual Institute on 
Federal Taxation,” 

Matrnew Benver & Company, 

Inc., New York, 1946; 1,074 pages ; 

$20.00. 

The massive volume containing the 
papers of some seventy lecturers and 
the record of three informal panel dis- 
cussions at the New York University 
Fourth Annual (1945) Institute on 
Federal Taxation will be found an in- 
valuable addition to the professional 
library of every member of the Federal 
tax bar. 

Although such a work obviously 
cannot cover every phase of Federal 
taxation, these papers deal with a sur 
prisingly large proportion of the per- 
plexing problems most likely to be en- 
intered in estate, gift, income and 











excess profits taxes. Each deals 
exhaustively with some problem of in 
terpretation or practice in the field of 

on, elaborately supported by 





ites, citations and references wherever 
necessary. 
bar engaged in general prac 
tice who would not find one or more 
apers of immediate practical 


assistance in handling their every-day 


There are few members of 









work. JEven one such instance will re 
pav the cost of the b many times 

This volume, the second of its kind 
published in book form, 1 its genesis 


The Institute on Federal Taxation, 
lucted in the fall of each year by 
New York University. Tax practi- 
ioners from all parts of the country 
‘convene at the University for almost 
weeks to hear lectures and partici 


pate in discussions on topics with which 


t 





the taypaver is currently concerned. 


(he lecturers are practising tax special- 


ists, chosen for their knowledge of the 


rticular subject upon which they 


At the Fourth Annual (1945) 
ite eightv lecturers and chair 


men took part in the program. They 
have edited their papers, furnished 
notes and citations, and in some in- 
stances expanded their material beyond 
the form in which it was originally de- 
livered. The papers have been corre- 
lated, and are now available to the tax 
profession in this single volume. 

Though the book is not divided into 
parts, the papers are arranged in the 
following order and might have been 
grouped under the following headings : 
Gift and Estate Tax problems, includ- 
ing [state Planning; Tax Procedure, 
Practise, and similar problems ; Income 
Tax Subjects; and, finally, Excess 
Profits Tax matters, including prob- 
lems under Section 722 of the Internal 
Revenue Code. 

Obviously the book cannot and does 
not embrace every major current tax 
problem within this framework. It is 
not a comprehensive tax manual, but its 
scope is remarkably broad. Certainly 
the majority of the difficult problems 
currently crossing the desks of tax 
practitioners were ascertained by the 
Institute’s planning committee in ad- 
vance of the meetings and were treated 
in the lectures. 

Glancing down the table of contents, 
we come across such topics as these: 
“Analysis of the Principles Underlying 
the Concept of Contemplation of 
Death” (by a senior attorney in the 
Office of Tax Legislative Counsel, 
Treasury Department) ; “Income Tax 
ation of Life Insurance Settlements” ; 
“Pre-Trial and Post-Trial Tax Court 
Practice”; “Penalties and Prosecutions 
for Evasion of Federal Income Taxes” 
“When Are Partnerships Likely to be 
Taxed as Associations?” ; ‘“War-Loss 
Recoveries’; “Tax Problems — on 
Changing from a Partnership to a Cor- 
poration and Vice Versa’; “Corporate 
entity in Tax Cases”; “Effect Upon 


Section 722 and Refund Claims of 
Cases Like Blum Folding Paper Box 
siiek 
ole 





Vork 


Company"; and 
and Procedure under 

Sach author-lecturer has approached 
his topic from the practical, profes- 
sional point of view, and tells you, not 
what the law should be, but what the 
law actually is, insofar as the law can 
ned from the latest decisions. 


( 
section # 


be ascert 

Sach article is a technical discussion 
designed for technicians, rather than 
for the non-professional reader. Treat- 
ment of the various problems is de- 
tailed and thorough. Conflicting de- 
cisions and trends in tax cases are dis- 
cussed, and guides and suggestions are 
offered the practitioner. In almost all 
of the articles the authors have supplied 
useful citations and references. 

All the articles are authoritative and 
each has been written by a man who 
obviously been grappling profes- 
with the problems which he 
For example, one of 
pers is that en 

“When Are Partnerships Likely 
to Be Taxed as Associations 7” For 
the practitioner facing the problem of 
determining whether a particular part 
nership is subject to taxation as an 
paper not only pro- 
discussion of the 


has 
sionally 
discusses. 


many noteworthy pa 


association, this 
vides an illuminating 

peoes governing his problem but 
will probably atford as definite an an 
to his question as is possible in the 
law. 


swer 
present state of the 
One a the unique features of the 
1945 Institute was the holding of a 
mock Tax Court trial presided over by 
the Honorable Clarence V. Opper ot 
the U. S. Tax Court. In this trial 
Lawrence F. ( special attorney 
for the Bureau of Internal Revenue, 
represented the Commissioner and 
Jacob Rabkin was counsel for the tax 
The Proceedings include a trial 
memorandum — for which 
should prove of great practical assist 
ance to any member of the Tax Bar 
preparing a case for trial before the 
Tax Court of the United States, 
cially one involving the issues in this 
issues included the 
d and part- 


‘asey, 


payer 
this 


Case 
esi Cc 


These 


husban 


mock 


recognition of wife 


Certified Public 


Proot 


I 
93°? 


Accountant 


deduction of 

rthless securities. It is very inter- 
sales to note vat despite the thor- 
ough preparation for this trial a 
surprise move on the part of the gov- 
ernment attorney resulted in the exclu- 
sion of evidence upon which the peti- 
tioner’s fencers ‘had relied. The 
acon period following this mock 
trial likewise brought out a number of 
interesting points. The questions and 
answers during this period are also 
reported in the Proceedings. The in- 
formal panel discussion of the present 
status of pension and profit sharing 
trusts also brought out many practical 
suggestions. These are likewise re 
ported in the Proceedings. 

Near the back of the book there is 
a table of sections of the Internal Reve- 
nue Code that are cited in the text, 
showing the p page of the text where each 
is cited, and ithe last thirty pages of 
the book < are devoted to a topical index. 
le of view of the bus) 
tax practitioner, these two time-saving 
features enhance the value and usabil- 
ity of the book. Whether you are just 
commencing the study and analysis of 
your particular tax problem, or have 
completed half of your work on the 
matter, or have gone as far in your 
research as you think you can go, a 
quick glance at the topical index and 
table of statutory references in this 
hook may pay you handsome dividends. 
If the book touches upon your prob 
lem at all, the chances are that it will 
give you the type of aid that you will 
not easily find elsewhere. 

This review would be incomplete 
without a word of praise for the splen- 
did work done by New York Univer- 
sity in organizing the Institute on Fed- 
eral Taxation. Under the leadership 
of Paul A. McGhee, Director of the 
University’s Division of General Edw 
and J. K. Lasser, Chairman of 

- Institute, it has taken a gréat for- 
sai step in setting the pattern for a 
new and effective type of continuing 
professional education. 


—— and time for 
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PauL D. SEGHERS 
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